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FOREWORD"* 
THE national defense prqgram antl its financing during the continuing world « 


crisis present challenging problems to owr republic. With soaring budgets, high 
taxes, and rising debts, the nations are meeting the demands for larger and more 
effective military forces. Daily new problems are encountered in the financing of 
the costly armament program of the United States, which is rapidly developing 
our defenses at home and which.is being supplemented by increasing aid to Britain 
and other defenders of democracy. 

In this volume, the various contributors have discussed the underlying prin- * 

«ciples and the basic problems of governmental financing during an era when arma- 

ment financing is of predominant importance. Governmental spending, taxing, 
borrowing, and financial administration are analyzed. Armament financing is re- 
lated to the financing of other public services, arf Federal financing is related to 
state and local government financing in order to give the reader a broad perspective 
of American governmental finances in the present emgrgency. Foreign experience 
and earlier American experience in the financing of national defense and other pub- 
lic functions in periods of great crisis have also been noted. 

The writers of the various articles have expressed their deliberate judgments 
of the problems to be faced and the principles to be followed in eoping with the 
tremendous responsibilities of financing the defense program. ‘The duration of the 
world conflict, its costs in men and materials, and its social and financial conseee  « 
quences are obviously not altogether visible at this stage of the grim struggle, and 
the mantle of the financial prophet can be assumed only with the realization that 
forecasts of the rapidly changing social and financial patterns must suffer from our 
present imperfect knowledge. Fortunately, the lessons of past armament financing 
and experience in financing the recent depression provide a eertain amount of illu- 
mination upon the paths which our financiers must tread. 

The reader will be aware of differences of opinion among the contributors upon 
fundamental fiscal policy and its social implications. From such discussion, with 
a generous interchange of intelligent opinion, there should arise a fuller under- 
standing of the financial program which must accompany the organization of Amer- 
ica's economic and military resources as we prepare for any emergency. "There 
should also result a deeper appreciation of the financial costs and the social conse- 
quences of the great tragedy in which we seem destined to play a leading part. 


ALFRED G. BUEHLER "' 
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rights and responsibilities. 


President Roosevelt’ s Budget Message to Congress ", 


HE budget of the United §tates 

Government for the fiscal A end- 
ing June 30, 1942, which I transmit 
herewith, is a reflection of æ world at 
war. Carrying out the mandate of the 
people, the Government has embarked 
on a program for the total defense of 
our democracy. This means, warships, 
freighters, tanks, planes, and guns to 
protect us against aggression; and jobs, 
health, and security to strengthen the 


ebulwarks of democracy. Our problem 


in the coming year is to combine these 
two objectives so as to protect our de- 
mocracy against external pressure and 
internal slackness. 

The threatening world situation forces 
us to build up land, sea, and air forces 


` able to meet and master any contin- 


gency. It is dangerous to prepare for a 
little defense. It is safe only to prepare 
for total defense. 

Total defense means more than weap- 
ons. It means an industrial capacity 
stepped up to produce all the matériel 
for defense with the greatest possible 
speed. It means people of health and 
stamina, conscious of their democratic 
It means an 
economic and social system functioning 
smoothly and geared to high-speed per- 
formance. The defense budget, there- 
fore, must go beyond the needs of the 
Army and Navy. 

It is not enough to defend our na- 
tional existence. Democracy as a way 
of life is equally at stake. The ability 
of the democracies to employ their full 


` resources of man power and skill and 


plant has been challenged. We meet 
this challenge by maximum utilization 
of plant and man power and by main- 
taining governmental services, social se- 
curity, and aid to those suffering 
through no fault of their own. Only by 


1 Presented January 8, 1941. 


maintaining all of these activities can 
we claim the effective use of resources 
which our democratic system is expected 
to yield, and thus justify the expendi- 
tures required for its defense. 


THE NATIONAL PROGRAM 


- 

In this budget I am presenting a pro- 
gram for 1942, carefully worked out to 
combine these objectives. This -pro- 
gram, including defense and nondefense 
activities, will cost about 17.5 billions 
of dollars. For the same period, we 
expect the largest national income for 
the nation as a whole and also the larg- 
est tax receipts. 

In addition to, but essentially and 
rightly as a complement to this pro- 
gram, the time has come for immediate 
consideration of assuring &he continua- 
tion of the flow of vitall$ necessary mu- 
nitions to those nations which are de- 
fending themselves against attack ant 
against the imposition of new forms of 
government upon them. 

Such a complementary program 
would call for appropriations and con- 
tract authorizati@ns over and above this 
budget. The sum of all these defense 
effogs should be geared to the produc- 
tive capacity of this nation expanded to 
literally its utmost efforts. 


THe DEFENSE PROGRAM AND 
DEFENSE EXPENDITURES 


Sixty-two per cent of the expenditures 
proposed in this budget are for na¥orral 
defense. No one can predict the ulti- 
mate cost of a program that is still in 
development, for no one can define the 
future. When we recall the staggering 
changes in the worki situation in the 
last six months, we realize how tentative 
all present estimates must be. 

These expenditures must be seen as a 
part of a defense program stretching 
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over several years. On the basis of the 
appropriations and authorizations en- 
acted for national defense from June 
1940 up to the present time, plus the 
recommendations for supplementary ap- 
propriations and authorizations for 1941 
and the recommendatiofis contained in 
this budget for 1942, we have a program 
of 28 billion dollars. 

“This is a vast sum, difficult to vis- 
ualize in terms of work actually to be 
done, If we can prove that we are able 


e to organize and execute such a gigantic 


program in a democratic way, we shall 
have made a positive contribution in a 
world in ‘which the workability of de- 
mocracy is challenged. ° 

This defense program is summarized 
below: 


2 
Appropriations, 
Authorizations, 


and Recommendations, 
June 1940, 1941, 1942 


. (In Millions of Dollars} 
Army ......... RE E 13,704 
Nay Lasse eene td een 11,587 


expansion of industrial plant .. 1,902 
Other defense activities 





The Army funds provide for the 
training and maintenamce of a force of 
men increasing from 250,000 in June 
1940 to 1,400,000 in 1942, equipped 
with the most modern devices of mo- 
torized and mechanical warfare. The 
Navy estimates continue the construc- 
tion of our over-all Navy and contem- 
plate the doubling of naval personnel. 
There is provision for a great increase 
in.thg number of Army and Navy planes 
and for training pilots, technicians, and 
ground crews. 

Behind the lines a whole new defense 
industry is being built with the finan- 
cial support of the Federal Government. 
One hundred and twenty-five new plants 
are under contract; more are planned. 

In submitting these recommendations, 
I have not covered the full requirements 
of the civilian training program. At 


present, surveys wre under way Which 
will provide a basis for transmitting an 
estimate of funds needed for the extert- 
sion i this essential defense activity. 
In the current fiscal yeat over a million 
nten and women are included in the 


e various programs of apprentice training, 


vocational training in trade schools and 
engineering colleges, work-experience 
shops, and pilot training, 

Expenditures under the defense pro- 
gram during the last six months amount 
to 1,750 million dollars. This is two 
and one-half times the amount spent for, 
national defense in the same period of 
the fiscal year 1940. However, these 
expenditures understate the progress al- 
ready made. In six months, contracts 
and orders for 10 billion dollars have 
been placed. This means that in addi- 
tion to present defense production, all 
over the country more factories, large 
and small, are getting ready rapidly to 
increase production. Once these prep- 
arations have been completed, actual de- 
liveries and expenditures will be greatly 
accelerated. 

I expect actual expenditures to be 
stepped up to four and three-quarter 
billion dollars in the six months ending 
June 1941 and to almost 11 billion in 
the fiscal year 1942. We shall actually 
expend more than 25 billion dollars for 
defense within a three-year period. 
This can be accomplished, but only if 
management, labor, and consumers co- 
operate to the utmost. 


NONDEFENSE EXPENDITURES 


The increased military expenditures 
permit a substantial reduction in *10n- 
defense expenditureg particularly for 
those activities which are made less 
necessary by improved economic condi- 
tions. Obligations such as interest, pen- 
sions, and insurance benefits are fixed. 
Almost as fixed are the appropriations 
for which the Congress has already 
made legislative commitments—security 
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grants to the statesp Fedemal aid for 
highways, the 30 per cent of tariff reve- 
Yue set aside for reducing agricultural 
surpluses, and similar items. | 
Together, these fixed items make up 
nearly half of the nondefenge expendi- 


tures Í am proposing for the fiscal yeare 


1942. For the items subject to admin- 
istrative rather than legislative action, 
I have been able to reduce expenditures 
by 600 million dollars, or 15 ] per cent. 

This reduction and its relation to to- 
tal expenditures are shown below: 


Estimated 


in Millions Per 

of Dollars Cent 
Expenditures 1942 1941 Change 
Defense program .... 10,811 6,464 -+ 67 
_ Fixed commitments .. 3,196 2,984 + 7 
Other activities ..... 3,478 4,094 — 15 








dien PHPHIIAPPAMPOR. 


Total (excluding re- 
turns from Govern- 
ment corporations). 17,485 13,542 + 29 


Certain reductions are possible in car- 
rying out the established policies relat- 
ing to public works and relief, but little 
change can be made in the regular op- 
erating costs of government. As I indi- 
cated in my Budget Message last year, 
the operating costs of the regular de- 
partments are already down to the bed- 
rock of the activities and functions or- 
dered by the Congress. In spite of the 
defense pressure on many of these regu- 
lar programs, expenditures will be kept 
below the level of the current year. 


SOCIAL AND Economic PROGRAMS 


It is our policy to retain the ideals 
and objectives of our social and eco- 
noméc programs in the face of war 
changes. The costs of those programs 

e. nis 
affected by economic activity are flex- 
ible. Because of the defense effort some 
of these programs can be carried on at 
a lower cost. In other cases, no curtail- 
ment is possible without sacrificing our 
objectives. 

We should realize, however that even 


t 


with a fully functioning defense effort 
there will remain special areas of need 
and that social security, agricultural 
benefitss and work relief contribute to 
tetal defense in terms of the health and 
morale of our people. 


* 
Social security programs 


I recommend the continuance in full 
measure of the social security prografhs. 
This includes not only the payment of 
old-age benefits as required by law but 


also aid to youth and continued pay-e 


ments toward the state aid of old per- 
sons not covered by the insurance 
benefits; aids to children and to the 
physically handicapped. In total, these 
services will require approximately the 
same expenditure as in the current fiscal 
year, except for some increase in grants 
to the states as required by law. 
Furthermore, I deem it vital that the 
Congress give considergtion to the in- 
clusion in the old-age and survivors’ 


insurance system and the unemplogg 


ment compensation system of workers 
not now covered. 


Agricultural | programs 


The increased domestic market for 
farm products, resulting from defense 
expenditure, will improve the income 
position of many farmers. At the same 
time the curtailment of foreign markets, 
particularly in cotton, wheat, and to- 
bacco, would leave large numbers of 
these farmers in a serious plight without 
the continuance of*the farm programs. 
After weighing both of these factorsI 
estimate a reduction of 45 million dol- 
lars in the agricultural programs. We 
are definitely maintaining the principles 
of parity and soil conservation. 


Public works 


During this period of national emer- 
gency it seems appropriate to defer con- 
struction projects that interfere with 
the defense program by diverting man 
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power and materials. Further, it is 
"very wise for us to establish a reservoir 
of postdefense projects to help absorb 
labor that later will be released by nd 
fense industry. 

With this in mind, I am € 
ing reductions for rivers and harbors 
and flood-control work. Where pos- 
sible, without placing the projects or 
tfe water users thereof in jeopardy, re- 
ductions are proposed in the expendi- 
tures for reclamation projects. I have 
requested that further contracts for the 
construction of public buildings outside 
the District of Columbia be held in 
abeyance for the present. On the other 
hand, I have recommended fumds for 
power and other projects considered es- 
sential to national defense. 

Projects under construction, or on 
which bids have been solicited, will go 
forward to completion. Throughout the 
Federal servicesother projects are being 
deferred until a more appropriate time. 
eilowever, surveys and the planning of 
new projects will go forward so that 
construction can be resumed without 
< delay. This will produce a long list of 
public works projects, apart from de- 
fense construction, awanged according 
to priorities. Such a list could be sub- 
mitted to a future Congress for the ap- 
propriation of funds to put it intô op- 
eration. 


Work Projects Administration 


The defense program has already re- 
sulted in a substarftial increase in pro- 
ductjon, employment, and national in- 
come. Although industrial production 
is now running 20 per cent above the 
average level of 1929, there are still 
many persons either unemployed or em- 
ployed as emergency workers, or incapa- 
ble of steady employment. 

The defense program will lead to fur- 
ther re-employment, and also to a fur- 
ther increase in the labor force and to 
a shift from part-time to full-time or 


avertime employment. But even "under 
the ful defense program we cannot ex- 
pect full absorption of the labor fore 
sa some people just cannot be 
fitted’ into the picture. There will be 
seme localities with a labor shortage at 
the same time that others have a labor 
surplus. There will be shortages of par- 
ticular skills and aptitudes at the same 
time that others are in surplus. 

I recpmmend an appropriation of 995 
million dollars for work relief for the 
full fiscal year. This is 400 million dol- 
lars less than the amount required for, 
the present fiscal year. It will not be 
necessary to use this full amount if the 
defense program should result in a more 
general re-employment than is presently 
indicated. ‘The expenditure can also be 
reduced if employers will contribute by 
hiring unskilled or semiskilled or older 
workers for those jobs where special 
skills are not required. 

We must face the fact that even with 
what we call “full employment” there 
will remain a large number of persons 
who cannot be adjusted to our industrial 
life. For this group, the Government 
must provide work opportunities. 


FINANCING THE NATIONAL -PROGRAM 


Estimates of expenditures and revenue 
compared 


The defense program dominates not 
only the expenditure side of the Budget, 
but influences also the expected revenue. 
Economic activities and national income 
are rising to record heights. From a 
higher national income a greater reve- 
nue will flow, although in the case of 
most taxes there is, of course, a tin lag. 

The revenue for the fiscal year 1941 
will reflect some of the increase in de- 
fense activities; the revenue for the fis- 
cal year 1942 will be affected to a larger 
extent; but the full impact will not be 
felt before the fiscal year 1943. 

The revenue for the fiscal year 1942 
is expected to be 9 billion dollars. It 
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will éxceed the revente colletted in the 
Sen year 1940—the last year before 
the start of the present defense program 
—by 3 billion dollars. One-half @ this 
increase will fome from the defense 
taxes already enacted by the Congress, 


the other half from the increase in na-* 


tional income. 

The revenue expected for 1942 will 
be 1.6 billions, larger than the total of 
all nondefense expenditures. ‘This 1.6 
billions is greater than the annual ex- 
penditure on defense before the present 

eprogram started, but less than will be 
necessary for maintaining the Army and 
Navy at the new level. 

Estimates of receipts for 1942 and 

1941 are set forth below: 


marking of taxes for retirement of de- 


fense obligations be repealed; and the 


proposal of the Postmaster-General that 
the 3-cent rate on first-class postage be 
céntinued. « 


Tax policy  » 

There is no agreement on how much 
of such an extraordinary defense pro- 
gram should be financed on a pay-as- 
you-go basis and how much by borrow- 
ing. Only very drastic and restrictive 


RECEIPTS 


Progressive taxes on individuals and estates 
Profit and capital taxes on corporations 


Other employment taxes 


Total receipts (excluding returns from Government corporations) 8,971 
Deduct net appropriation for Federal old-age and survivors’ insurance 


trust fund 


Net receipts (excluding returns from Government corporations) . 8,275 


Customs, excise, stamp, and miscellaneous taxes 
Employment taxes for Federal old-age and survivors’ insurance 
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Miscellaneous receipts (including back income taxes) 
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Under present tax laws, deficits of 6.2 billion dollars in 1941 and 9.2 billion dol- 
lars in 1942 may be expected. The calculations follow: 


SUMMARY 


Expenditures 
Receipts 


Excess of expenditures over receipts 
Less return $f surplus funds from Government corporations 


Deficit 


In presenting the above calculations, 
I am assuming that the Congress will 
accept the recommendation of the Sec- 
retary of the Treasury that the ear- 
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Estimated in 

Millions of Dollars 
1942 1941 

55 oe, 17a Sodio ede e os ar BR 17,485 13,542 % «mum 
"npo PE 8,275 6,653 
Tie PIE 9,210 6,889 
La PA 700 
CMT 9,210 6,189 


tax measures applied to the present na- 
tional income and a higher tax yield 
from increased national income under 
less restrictive tax measures. I sug- 


taxation which curtails consumption ® 
would finance defense wholly on a pay- 
as-you-go basis. I fear that such taxa- 
ton would interfere with the full use 
of oure productive capacities. 
We have a choice between restrictive 
Estimated in 
Millions of Dollars Per Cent 
1942 1941 Change 
"ER 1979 . *,571 + 26 
Re ssi ne Du tie LE 2,889 1,745 +63 
UMEN 2,756 | 2,0009 + 4 
ane 725 668 er 
but i da Ms 243 230. + 
Ausus nuu 22s 429 422 + 
7,293 +23 
—— ——— € e 696 640 + 9 
6,653 - 24 
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Best, therefore, a financial policy aimed 
at collecting.progressive taxes out of a 
higher level of national income. I am 
opposed to a tax policy which? restricts 
general consumption as lpng as unused 
capacity is available and as long as idle 
labor can be employed. * 

We cannot yet conceive the complete 
measure of extraordinary taxes which 
are necessary to pay off the cost of 
emergency defense and to aid in avoid- 
ing inflationary price rises which may 
occur when full capacity is approached. 

However, a start should be made this 
year to meet a larger percentage oí de- 
fense payments from current tax re- 
ceipts. The additional tax nfeasures 
should be based on the principle of abil- 
ity to pay. Because it is thg fixed pol- 
icy of the Government that no citizen 
should make any abnórmal net profit 
out of national defense, I am not satis- 
fied that existireg laws are in this respect 
adequate. 

æ I hope that action toward these ends 
will be taken at this session of Congress. 

[ see many ways in which our tax 
System can be improved without resort 
to restrictive tax levies. By adjust- 
ments in the existing tax laws the pres- 
ent rates of progressive taxation could 
be made fully effective, as I believg the 
Congress intended. 

We must face the fact that the con- 
tinued maintenance *of an expanded 
Army and Navy and the interest on 
our defense debt will call for large Fed- 
eral expenditures In the years ahead. 
Gar4tax system must be made ready to 
meet these requirements. 

I am as much concerned about our 
long-run need for an improved tax sys- 
tem as I am about the immediate neces- 
sity of financing the defense program. 

I have often expressed my belief that 
no really satisfactory tax reform can be 
achieved without readjusting the Fed- 
eral-state-local fiscal relationship. I 
urge a thorough investigation of the 
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possibilitiés of a° comprehensive tax re- 
form;e I propose that meanwhile vg 
make all possible progress in improving 
the Federal tax system, 


B orrowing 


A substantial part of the defense pro- 
gram must, of course, be financed 
through borrowing. Individual invest- 
ors will be given increased opportunities 
to contribute their share toward defense 
through the purchase of government se- 
curities. Such borrowing is not hazard- 
ous as long as it is accomplished bye 
tax measures which assure a sufficient 
tax yield in the future. This raises the 
question of the debt limit. 

The Congress, by making appropria- 
tions and levying taxes, in fact, controls 
the size of the debt regardless of the ex- 
istence of a statutory debt limit. If the 
Congress, subsequent to the establish- 
ment of a.statutory debt limit, makes 
appropriations and authorizations which 
require borrowing in excess of that limit, 
it has, in effect, rendered that prior limit 
null and void. In the first 130 years of 
our national life the Congress controlled 
the debt successfully without requiring 
such a limit. 

In view of these facts, I question the 
significance of a statutory debt limit, 
except as it serves as a fiscal monitor. 

The fiscal policy outlined here would 
be in accord with our objective of 
financing the defense program in an 
equitable manner, facilitating full use 
of our national resources and avoiding 
inflationary policies which would aggra- 
vate the problems of postdefense adjust- 
ment. 


The debt problem 


For more than twenty-five years the 
world has been in a state of political 
turmoil and its economies have been out 
of balance. This world condition is re- 
flected in unbalanced budgets in all 
countries. Here the first World War, 


~ 


$ $ 
the war against the depression, the pres- 


N ent defense program, all resulted in 


large additions to the Federal gebt. 

I understand the concern those 
who are disturbed by the growth of the 
Federal debt. Yet the mais fiscal prob- 
lem is not the rise of the debt, but the 
rise of debt charges in relation to the 
development of our resources. 

The fight for recovery raised national 
income by more than 30 billi6n dollars 
above the depression depth. In the 
same period the total annual Federal 
interest charges increased by 400 mil- 
lion dollars. Even if these interest 
charges increase, they can scarcely pre- 
sent a serious fiscal problem so long as 
a high level of national income can be 
maintained. 

Investors are fully aware of this fact. 
The bonds of the United States Govern- 
ment are the safest securities in the 
world because they are backed by the 
best asset in the world—the productive 
capacity of the American people. Our 
tax burden is still moderate compared 
to that of most other countries. 

It should be borne in mind that our 
national debt results from wars and the 
economic upheavals following war. 
These conditions are not of our own 
making. They have been forced upon 
us. The national debt of almost all 
nations would be far lower today if com- 
petitive armaments had not existed dur- 
ing the past quarter of a century. If 
this war should be followed, as I hope 
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it will, by peace in a world of good 
neighbors, then the complete elimination 
of competitive armaments will become 
„possible. Only in such a world can eco- 
nomic stability be restored. 

If a high Jevel of economic activity 
can be maintained during the defense 
period and—what will be a more diffi- 
cult task—maintained in the poetde- 
fense period, then the fiscal needs can 
be readily met. 





The budget of the United States pre- 
sents our national program. It is a pre- 
view of our work plan, a forecast of 
things to come. It charts the course of 
the nation. 

The necessity for loading the present 
budget with armament expenditures is 
regretted by every American. A wry 
turn of fate places this burden of de- 
fense on the backs of a peace-loving 
people. 

We can meet the demands of arma- 
ment because we are a people with the 
will to defend and the means to defend. 
The boundaries of our productive ca- 
pacity have never been set. 

The whole program set forth in this 
budget has been prepared at a time 
when no man could see all the signposts 
ahead. One marker alone stands out all 
down the road. That marker carries 
not so much an admonition as a com- 
mand to defend our democratic way of 
life. . 
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. The Cost of Arming America 


By GERHARD COL 


T APPEARS easy to compute the 
cost of arming America, for appar- 
ently it is only necessary to sum up the 
defense requirements from the budget 
document for the current and the next 
fiscal years. According to the Budget 
Message, appropriations and authoriza- 
tions enacted for national defense from 
June 1940 up to the present time, plus 
the recommendations for supplementary 
appropriations and authorizations for 
1941, plus the recommendations con- 
tained in the budget for 1942, amount 
to $28,500,000,000. Is $28,500,000,- 
000, then, the cost of arming America? * 


DEFENSE EXPENDITURES AND WHAT 
WHEY MEAN 
.- 


Two important reservations are made 
ew the President in presenting this fig- 
ure. First, it is said that the program 
is still in development and that there- 
fore the final costs may be still larger. 
Second, this figure does not include the 
cost of aid to Great Beitain and other 
countries under totalitarian attack. 

Should the export of munitions, to 
Great Britain be included in the cost 
of arming America? According to the 
declaration of the President, strengthen- 
ing of the defense of friendly powers is 
to be regarded as a part of the whole 
defense program bécause it gives “us 
teen which to make ready our own 
defenses.” ? By this token, the export 
of armament to Great Britain is a part 


For the breakdown of this figure see the 
Budget of the United States, 1942. See also 
Harold D. Smith, “National Defense Spend- 
ing: 1940 and Beyond," paper read at the 
Conference on the National Defense Program 
and State Finance at the University of Ala- 
bama, January 1941. 

2State of the Union Message, January 6, 
1941. 


of defending America, so «t seems justi- 
fiable to include the costs of defense 
exports in a measurement of the whole 
defense effort. It is not known at the 
present time what amount ought to be 
added to the total defense program on 
this accgunt. Newspapers have men- 
tioned amounts ranging from three to 
ten billion dollars, part of which will be 
paid in cash and part of which will be 
loaned to Great Britain and other pow- 
ers. It seems reasonable to expect a 
total defense program of from thirty to 
thirty-five billion dollars at the present 
time. 

It could be argued, however, that aid 
to foreign countries should not be in- 
cluded in such a figure because these 
costs will eventually be paid by the for- 
eign countries. However, financing the 
defense exports with cash or by lending 
material means that there is no ex- 
change of commodities. The immediate 
financial effects are practically the same 
as those resulting from the domestic de- 
fense program. In addition, the planes 
and munitions for Great Britain must be 
produced by American factories using 
American labor and material which oth- 
erwise could be used for domestic de- 
fense production. Therefore they must 
be regarded as two elements in one pro- 
duction plan. If the present total de- 
fense effort is to be measured, then the 
defense exports should be included in 
the sum total of the defense program. 
If the ultimate costs of defense t@ the 
American people are,under discussion, 
a different treatment is called for. Thus, 
the technical question as to whether or 
not defense exports should be included 
reveals that the method of measuring 
the cost of arming America depends on 
the purpose for which the measurement 
is made. 
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The sum total of the cost of the de- 


V fense program may- be used, efor in- 


stance, to compare the American de- 
fense effort with the defense efort of 
other countrie&, German armament ex- 
penditures, in the widest sgnse of fhe 
word, amounted to ninety billion marks 
from 1933 until the beginning of the 
war in September 1939. It is difficult 
to express these ninety billion marks in 
equivalent dollar terms. German labor 
costs are low in relation to American 
costs if the former dollar-mark parity is 
applied for comparison. On the other 
hand, essential war materials such as 
copper, oil, and rubber are much more 
expensive if compared on this basis. 
The productivity of labor in highly 
mechanized industries is higher in the 
United States than in Germany. Con- 
sidering these factors, it seems reason- 
able to assume that an outlay of ninety 
billion marks may correspond to an out- 
lay for armament of between thirty and 
thirty-five billion dollars in this country. 
This would lead to the conclusion that 
the program executed in Germany in a 
64-year period is equivalent to the 
American defense program of a 3-year 
period.” 

The estimate of the total defense 
costs may also be compared with the 
costs of the first World War. The total 
direct military and nonmilitary costs of 
the first World War amounted to about 
twenty-five billion dollars for the United 
States, and aid to the Allies amounted 
to ten billion dollars. This amount does 
not include the costs of the “liquida- 


2a%n newspaper reports the equivalent of 
ninety billion marks has been estimated as 
high as seventy-five “billion dollars. This fig- 
ure might be reasonable if American arma- 
ment were to have the same proportion of 
fortification work as the German program; 
such work absorbs great quantities of un- 
skiled labor, as against the much more im- 
portant role of materials and machinery in 
other types of armament, which predominate 
in American defense plans. 


tion" of the first World War through 
debt service and the disbursements to 
war veterans. It appears that the pres- 
ent prdgram is comparable in size to the 
fotal warecogts during that war period. 
The composition of the costs of the 
first World War and the present pro- 
gram is, however, quite different. Four- 
teen per cent of the first World War 
expenditures for the American Army 
and Navy was spent on pay, while less 
than 9 per cent of the present program 
is absorbed for this purpose. In addi-* 
tion, first World War prices were in- 
flated so that the present costs repre- 
sent a larger effort in terms of defense 
produttion. For other reasons, the va- 
lidity of a comparison of defense ex- 
penditureg of a nation at war with those 
of a nation in preparedness is doubtful. 
In order to indicate what these enor- 
mous figures represent jn terms more 
palpable than billions*of dollars, they 
can be converted into corresponding 
costs of other goods. For instance 
$35,000,000,000 could buy for each 
American family a car of $1,000 value, 
or this sum could buy a $3,000 home for 
one-third of all American families, an 
expenditure whieh would go a long way 
toward solving the housing problem.? 
The comparison of absolute dollar 
figures disregards the relationship to the 
productive capacity of the nation as a 
whole. If it is stated that the German 
armament program was comparable in 
size to the American defense program, 
the fact that the Ámerican capacity to 
produce is several times larger teen 
Germany's capacity to produce should 
be considered. If the present defense 
program is compared with the war ex- 
penditures of the years 1917—1920, the 
increase in productive capacity should 
not be neglected. Defense expenditures 
of fifteen billion dollars in 1918 were 
about 25 per cent of the American na- 


3 See Harold M. Groves, Financing Govern- 
meni (New York, 1939), p. 531. 
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tional income in that year.* Fifteen 
billion dollars of defense expenditures 
and defense exports in the fiscal year 
1942 related to the expected national 
income of ninety billion dollars or mofe 
would consist of 17 per cent or less of 
this national income. * 


THE Sociar-EcoNoMwic Costs 


‘Comparisons as presented in the first 
section may be useful to illustrate the 
size of these billion figures. Yet it 
would be wrong to infer from them, for 
instance, that because of the armament 
program the American housing standard 
cannot be improved. It would be wrong 
to infer from the relationship between 
defense expenditures and national in- 
come that consumption must be cur- 
tailed by 17 per cent in 1942. 

The simple truth is that under the 
defense program not fewer but more 
houses are beigg built, not fewer but 
more automobiles are being sold, and 
«Lhat consumption is not lower but 
higher than it would be without the de- 
fense program. ‘This is indeed a para- 
doxical situation. It is due to the fact 
that the productive resources of the na- 
tion were not being fully used before 
the defense effort began. 

A similar observation has been made 
with respect to the first World Waf pe- 
riod. That War started at the time of 
a moderate depression, and yet it re- 
sulted in a substantial increase in pro- 
duction and real national income in the 
United States. Jðhn M. Clark esti- 
mates that thirteen billions of the first 
World War costs came out of increased 


* See John M. Clark, The Costs of the 
World War io ihe American People (New 
Haven: Yale University Press, 1931), p. 281. 
See also Robert F. Martin, National Income 
in the United States, 1799—1938, National In- 
dustrial Conference Board Studies, No. 241 
(New York, 1939), p. 15. 

5 For a comparison of these percentages 
with those computed for other countries, see 
Paul Studenski's article in this volume. 
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productivereffort during the years sio 
1919, 3nd nineteen billions came ott of, 
decreased consumption.® 

Thi present period of world rearma- 
ment started at the tim@ of a deep de- 
pression. ,Employment, production, and 

econsumption were very low. The Ger- 

man armament of the years 1933-1939 
was accomplished mainly by putting the 
unemployed to work, by lengthening the 
hours qf work, and by mobilizing the 
labor reserve. Only between one-third 
and one-fifth * of the increase in produc- 
tion was used for increasing consump-, 
tion of a strenuously working population 
over and above the low standard of liv- 
ing of the depression. Saying that the 
whole German armament effort was exe- 
cuted without.sacrifice in consumption 
is tantamount to using the depression 
low of consumption as a yardstick for 
a period of most intensive and strenuous 
work. 

The estimate of the social-economic 
costs of a government program cannot 
be made simply by adding up the dollar 
figures, but the costs must be related to 
an assumption with respect to employ- 
ment and production without such a 
program. "Therefore, it must always be 
a hypothetical statement.? | 

The national income in the United 
States in the six months from January 
through June 1940 was about $35,333,- 
000,000. Let us assume that the same 
national income would have been main- 
tained without the defense program. 
Actually, it probably increased to close 
to $40,000,000,000 in the second half 


6 Clark, op. cit., p. 282. Clark's estinwate is 
based on the assumption that, without the 
war, consumption per Mead would have been 
maintained on the level of the year 1915. 

T See Hans Staudinger and Fritz Lehmann, 
*Germany's Economic Mobilization for War," 
Economic Record (National Industrial Con- 
ference Board), II, No. 18 (July 24, 1940), 
pp. 290 ff, 

8 See the classical analysis of John M. 
Clark, of. cit. 
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of the calendar yea? 1940% This in- 
crease from the first to the secopd half 
of the calendar year 1940 surpasses, 
even after seasonal adjustments, t to- 
tal costs of doifestic and foreign defense 
expenditures. These expendjtures have 
stimulated the use of idle resources toe 
such an extent that production for civil- 
ian consumption has increased in addi- 
tion to the increase in defense produc- 
tion. The indications are’ that this 
development will also go on during the 
coming year, although the rate of in- 
crease in consumer purchasing power 
will probably decline. There are still 
unemployed workers or workers not 
working full time; and there are still 
many who, although not technically un- 
employed, may be available for employ- 
ment if opportunities present them- 
selves. There is stil a substantial 
increase possible in production both for 
defense and for civilian consumption 
before the limits of capacity are reached. 

What, then, are the social-economic 
costs of armament? If our assumption 
is accepted, it is questionable whether 
or not there have been up to the present 
time any social-economic costs of arma- 
ment except more intensive work. The 
answer is different, of course, if one as- 
sumes that without the defense program 
some other effort for making full use of 
all resources would have been made. 
Yet no indications of an upward trend 
in business were visible in the summer 
of 1940 except those resulting from de- 
fense export and the domestic defense 
program. 

It seems reasonable to assume that 
with one or two years national produc- 
tion can be stepped up to at least ninety 
billion dollars (in terms of 1940 prices). 
That would be an increase of almost 
twenty billion dollars over and above 
the annual rate of the national income 
in the first six months of the calendar 
year 1940. If such an increase in na- 
tional income should be achieved and 


if the total defense program should ab- 
sorb as much as fifteen billion dollars 
in that year, it would still leave an in- 
crease of five billion dollars for con- 
sumption s and investment over and 
above the level of the first six months 
of the calendar year 1940. Inciden- 
tally, it should not be forgotten that a 
nation working intensively with all its 
efforts needs a higher standard of living 
than a nation with many unemployed or 
underemployed, or its health and morale 


may be impaired. Such an increase in * 


defense expenditures and incomes neces- 
sitates not only stepping up production 
and capacities, but also a rearrangement 
in theedirection of production in many 
lines of activities. 

If social-economic costs of armament 
are defined in this way, then it becomes 
obvious that the size of the costs is af- 
fected nat only by the sjze of outlays 
but also by the metheds of financing 
and other related defense policies. All 


measures which assure the most effec» « 


tive use of the available national re- 
sources will aid in reducing the social- 
economic costs. If, for example, the 
defense program had been financed by 
sales and other axes imposed on con- 
sumption from the beginning, the na- 
tional income and production could not 
have gone up so much as they actually 
have. Defense production would then 
have resulted in £ decline in the stand- 
ard of living. 

All measures of the Defense Commis- 
sion and other agencies designed to in- 
crease capacities, to eliminate Dwttie- 
necks in labor, material, and facilities 
help not only to speed up the program 
but by the same token also reduce the 
social-economic costs. It is significant 
that the President sets forth “facilitat- 
ing full use of our national resources" 
as one of the objectives of defense 
financing.?* 


8a See the Budget Message of the President 
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e THE AFTERCOSTS OF ARMAMENT 


A rather serious objection could be 
leveled against the conclusion reached 
in the preceding section. Jt can be 
said, and has been said,? that the gains 
of the defense "prosperity" are wiped 
out by the losses of the ensuing postwar 
or postdefense depression. 

“he fact cannot be denied that war 
booms have been followed by postwar 
depressions, and it seems almost a mat- 


‘eter of course that this sequence in time 


represents an inescapable causal nexus. 
Various explanations are given for these 
aftercosts: the dislocations in the de- 
velopment of productive facilities; price 
inflation caused by borrowing for de- 
fense financing; the heavy fiscal burden 
resulting from war débts and veterans’ 
payments; and disturbances in inter- 
national economic relations from pay- 
ments on intérgational war debts and 
reparations. If the depression of the 
thirties is thus regarded as a part of the 
war costs, the social-economic costs of 
the first World War should be raised 
from Clark's estimate of a curtailment 
in consumption of nineteen billion to a 
figure of more than two hundred bil- 
lions, representing goods and income not 
produced during the depression. If the 
current increase in incomes and profluc- 
tion must be followed of necessity by a 
postdefense depression, of a correspond- 
ing or even larger magnitude, then the 
social-economic costs of the present de- 
fense program become an unknown but 
certajnly a buge quantity. 


of January 3, 1941 (presented to Congress 


January 8, 1941). 

9 See, for instance, Frank S. Dickinson, "An 
Aftercost of the World War to the United 
States," and Bruce Kpight, “Postwar Costs of 
a New War,” in Papers and Proceedings of 
the 52nd Annual Meeting of the American 
Economic Association, December 1939, Ameri- 
can Economic Review, Supplement, Pt. 2 
(March 1940), pp. 326 ff. See also the dis- 
cussion of these papers, pp. 362 ff. 


elt is impossible to analyze herb in 
detail the complex assumptions on 
which this argument is based. I can” 
only fhdicate why, in my opinion, a 
mixture of truth and untruth underlies 
this conclusion. 
ə The great depression of the thirties 
cannot be simply regarded as caused by 
the first World War. It resulted from 
fundamental disproportions in our econ- 
omy. It is true that these dispropor- 
tions were concealed for a while by the 
expenses of the first World War, and 
later by ‘the postwar reconstruction in , 
Europe and the domestic backlog de- 
mand for housing, public utilities, and 
public improvements. Yet the war en- 
hanced the fundamental disproportions 
in the domestic as well as in the inter- 
national economic sphere and thereby 
contributed to the collapse. Without 
the first World War, the depression 
might have occurred earlier and with 
less severity. The economic history of 
the last two decades is certainly shaped 
by the effects of the first World War. 
This is, however, different from saying 
that the great depression must be 
treated as an aftercost of the first World 
War. 

Similarly, it is true that the present 
defense program does not solve any of 
the secular problems of our economy 
and that the postdefense adjustment 
will present great difficulties. Yet it is 
equally true that the fundamental. mal- 
adjustments in our economy are not 
caused by the defense program. It is 
true that the armament industries may 
be obsolete after the termination of the 
defense program, that the debt service 
will be permanently fncreased, and that 
the price structure may be affected by 
extraordinary supply-demand relations. 

On the other hand, there are some 
factors which promise a less severe post- 
defense depression after the present de- 
fense program. At least until now, all 


| 
d 
. * 

natiohs have been better abla to control 
their price developments. At least until 
Now, production has been stimulated 
mainly in the lines of industrial pfpduc- 
tion and less im the lines of agrictilture 
and raw materials. Adjustments in ag- 


riculture and raw materials*are, how-, 


ever, more difficult than in industrial 
production. Fiscal problems, however, 
will become more difficult because the 
present defense finances aré superim- 
posed on a financial system strained al- 
ready from financing the last war and 
from the war against the depression. 
The fundamental problem of the 
postdefense period will be the mainte- 
nance of the high level of income and 
the preservation of economic activity 
after the outlays for defense are re- 
duced. The defense program has an 
effect similar to that of the creation of 
a huge new industry, but it differs in- 
asmuch as it is hoped that this new 
industry need not be permanently op- 
erated and maintained. What industry 
of comparable magnitude can be cre- 
ated, or how else can consumption be 
dizectly stimulated so as to assure a 
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balanced economy and a continuously 
high level of activities in a postdefense 
period? Public works and housing pro- 
grams, fax reforms, and extension of 
sacial security measures may all become 
elements in a’ comprehensive and inte- 
grated program, of postdefense adjust- 
ment. 

Thus I conclude that war and arma- 
ment do create specific difficulties ofea 
postwar or postdefense adjustment. At- 
tributing depressions to war and arma- 
ment, however, is like saying that de- 
pression is caused by prosperity. We 
must search deeper to answer the ques- 
tion as to why a high level of activity 
could pot be maintained after war pe- 
riods in the past, and as to what we 
have to do in order to avoid a new, long- 
lasting postdefense depression. In the 
organization of the defense effort, ex- 
perience is obtained and institutions are 
developed and tested which may enable 
us better to master future postdefense 
difficulties. Will not a nation that has 
learned to organize all its resources for" 
defense be able to use its powers equally 
for peacetime purposes? 


Gerhard Colm, Dr. rer. pol., is principal fiscal an- 
alyst in the United States Bureau of the Budget, 
Washington, D. C., on leave from the Graduate Fac- 
ulty of Political and Social Science, New School for 
Social Research, New York. He has served as fiscal 
expert in the Department of Commerce, and prior to 
1933 was professor of economics at Kiel University, 
head of a research division of the Institute of World 
Economics at Kiel University, and government econ- 
omist and adviser. He is author of numerous books 
and articles on public finance, the business cycle, inter- 

e national economics, and sociology. 


Federal Nonarmament Expenditures During thet 


Emergency Period 


By*M. SLADE Kenfaicx ! 
* 


N EXAMINING from the vantage 

of the present the probable course 
of Federal expenditures, other than for 
armament, during the troubled situation 
ahead, it is necessary to make certain 
assumptions as to the nature and the 
duration of that situation, for clearly 
* these govern the outlook so far as the 
emergency may be said to have a bear- 
ing on the Federal expenditures consid- 
ered here. Accordingly, the belief is 
ventured that we are becoming'aware 
of a world situation of extraordinary 
peril, which will continue for a long 
time. It is unnecessary, for purposes 
of estimating the future of other Federal] 
expenditures, o forecast our entry into 
one or both of tħe wars that disturb our 
eastern and western horizons. It is nec- 


*  «essary only to look forward to arma- 


ment expenditures by ourselves and to 
purchases by the British on an increas- 
ing scale, reaching a combined total of 
at least twenty billion dollars annually 
in three or four yearf$, and subsiding 
some time thereafter with the restora- 
tion of decency in international yela- 
tions, if that is to be. It is not so much 
actual fighting as the change in our 
economy that is in*point, and this 
change may be brought about as well 
by white war as by red. 


“ORDINARY EXPENDITURES INCREASE 
IN WARTIME 


Many years ago Professor Bullock 
examined in some detail the growth of 
Federal expenditures. He gave particu- 


iJnasmuch as this belief is frankly stated 
as an assumption, no evidence is offered in 
support of it, nor of the accompanying esti- 
mate of arms expenditures. 


lat attentign to the ordinary expendi- 
«tures of the Government, excluding pay- 
ments on the public debt and postal 
disbursements except as paid from Fed- 
eral taxes., His conclusion with respect 
to the effect of wars was that 


a war is practically certain to leave behind 
the legacy of larger expenditures, and that, 
too, even when it has not entailed a: ma- ° 
terial increase of the public debt or a:con- 
siderable addition to our pension rolls.? 


This result suggests rather strongly 
that expenditures, other than for mili- 
tary purposes, increase in time of war. 
An examination of the civil and miscel- 
laneous expenditures of the Federal 
Government during each of the wars in 
which we were engaged before the first 
World War confirms this supposition.® 
Increases in this category of expendi- 
tures regularly appear. But in so far 
as such increases are to be explained by 
gains in the level of wages and salaries 
paid to governmental employees, or by 
higher prices paid for materials and sup- 
plies, they are not true additions to the 
cost of government. Hence, corrections 
should be made for changes in the cost 
of governmental services, thereby re- 
vealing changes in their amount, the 
proper basis for a comparison. 


? Charles J. Bullock, Selected Readings in 
Public Finance (New York: Ginn and Com- 
pany, 1920), p. 47. Reprinted from e‘The 
Growth of Federal Expenditures,” Political 
Science Quarterly, Vol. XVIII, pp. 97-113. 

3 Annual Report of the Secretary of the 
Treasury on the State of the Finances for Fis- 
cal Year Ended June 30, 1939, Table 7. First 
World War expenditures are not considered in 
this comparison, owing to a change after 1915 
in the method of reporting civil expenditures 
of the War and Navy Departments. 
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Unfortunately, however, no index of 
overnmental costs is available for this 
use, And the index of wholesale prices 
computed by the Bureau of Labor§Sta- 
‘tistics is a ratker doubtful substitute. 
Wages and salaries comprise a large 
part of the cost of providing govern- 
mental services. Although these and 
other payments made by the Govern- 
ment would tend over a period of time 
to follow changes in the level*of prices, 
the movements of such payments and 
commodity prices generally do not nec- 


essarily correspond in any given pe- ` 


Tiod.* Thus we must regard the verdict 
of historical evidence offered by our ex- 
perience before the first World War as 
indeterminate. Reliance will, therefore, 
be placed on an analysis of the present 
situation supplemented by such of the 
first World War experience as appears 
applicable. 

With the problem approached in this 
way, the first observation to be made is 
the enormous increase in governmental 
expenditures that preceded the coming 
of the present emergency. "The period 
of rearmament upon which we have en- 
tered differs in this respect from all 
other similar periods in our national 
history. 'The question of the probable 
course of other expenditures is accord- 
ingly to be examined against the back- 
ground of the large increases that have 
already appeared in this division of ex- 
penditures. We have to inquire whether 
the forces responsible for these increases 
will continue to operate in an economy 


* Clarence Heer, The Post-War Expansion 
of State Expenditure (New York: National 
Institute of Public Administration, 1926), p. 
51, developed a comppsite index of the cost 
of commodities and services purchased by the 
state government of New York during a lim- 
ited period. In 1917 and 1918, the index 
figures were 121.9 and 144.5, respectively. 
The corresponding figures for the Bureau of 
. Labor Statistics’ index of wholesale prices 
were 153.9 and 189. 


that is being shaped more and more in 
the design of war, and whether the ap-* 
pearance of new forces making for 
changes dn nonarmament expenditures 
may be expected. 

In Table 1,'expenditures of the Fed- 
eral Governmen$ by major functions are 
given for 1931—39. 

The expenditures of the legislative, 
judicial, and civil establishments of tMt 
Federal Government have increased in 
recent years, though moderately. _ In- 
deed, their level was only slightly higher 
in 1939 than in 1932, a small gain com- 
pared with the great increase in the to- 
tal expenditures of the Federal Govern- 
ment. e 


EXPENDITURES DURING First 
WORLD WAR 


This division of Federal expenditures 
increased enormously during the first 
World War. In 1917 the disbursements 
of the Federal Government for civil 
purposes were $243,000,000. But in 
1918 these expenditures reached $1,- 
516,000,000, and in 1919 their total was 
$3,242,000,000. These increases were, 
generally speaking, related to the war 
effort. But they were, nevertheless, not 
for armament. For example, Federal 
contfol of the transportation system 
cost $150,000,000 in 1918, the first 
year, and $349,000,000 in 1919. The 
War Finance Corporation expended 
$55,000,000 in 1918 and $295,000,000 
in 1919. The expenditures of the 
United States Shipping Board increaged 
from $15,000,000 in 1917 to $862,000,- 
000 in 1918, and $1,817,000,000 in 
1919. Even the activities of the De- 
partment of Agriculture grew signifi- 
cantly in the full war, year, as indicated 
by an increase in expenditures from 
$29,600,000 in 1917 to $46,800,000 in 
1918. An enormous expansion took 
place in independent offices and com- 
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TABLE 1—EXPENDITURES OF THE FEDERAL GOVERNMENT By Major FUNCTIONS, 19385.-39 5 





Expenditures by Years d 


(in Millions of Dollars) : 
: i : 





Function 
4931 1937 | 1933 1934 1935 1936 1937 1938 1939 
POUND Paes, RRR, SUMUS sq DRUMS Snob N UH 
Ordinary: d 
Legislative, judicial, and” ° 
civil establishments...... 647| 756; 584) 458] 562] 661| 672, 701, 770 
Veterans' pensions and 
*) benefits. .......... sues. 943) 973] 849| 554] 604/2,34811,128| 572] 545 


Interest on the public debt.| 612, 599, 689] 757/* 821) 749, 866) 926): 940 


Agricultural adjustment 


propra oe sidie ti aga eed ‘d ....] 289] 712] 533, 527) 362| 782 
@ Social security............ M RETE SANT S BUT 41} 191| 260; 288 
Government employees! re- ; 
tirement funds. ......... 21; 21| 21| 24) 21) 41) 47| B] 75° 
POE sous RW RT iS 2,223 | 2,349 | 2,143 | 2,079 | 2,720 | 4,373 | 3,431 | 2,894 | 3,400 


Public works: 


Public highways.......... 174| 210| 178| 268] 317| 244| 351) 237) 205 
Tennessee Valley Authority] $... |] ....] .... 11 36 49 42 42 41 
Reclamation.............. 14 26 25 25 41 50 52 65 79 
Rivers and harbors, im- 
provement of. .......... 51 55 51 76; 133|] 150] 148 98 75 
Flood control | 212523 35 28 34 41 31 36 45 61 80 
Public buildings...........] 68 86; 106 19 58 68 76 77 51 
Grants to public bodies, 
- including administration .| .... | .... | .... 19 49| 234| 273| 190| 379 
ORE A E tuas 79 94 78| 106! 101 83| 115| 110, 201 
Total votes eee ee 421| 499| 472| 625| 766) 914) 1,102| 880} III 


Unemployment relief: 


Direct relief. ........ e... .... | sss | 351| 716, 1,916 
Work relief. .............. wpe: uacua ib 905 11 | 1,298 | 1,957 | 1,516 | 2,283 
Civilian Conservation Corps} .... | .... 9| 332| 436| 486, 386] 326} 290 
PEINE RUN vett PONES CRHSDUM EORR ROUEN ENEA ES 
VA 0 | ee ee eee re | 360 | 1,853 | 2,363 | 2,372 | 2,527 | 1,996 | 2,677 
Total expenditures......... 2, 644 2, 848 2,975 | 4,557 | 5,849 | 7,659 | 7, 060 5,770 | 7,188 





missions: $7,700,000 was expended in 1918, and $208,000,000 in 1919. The 


1917 for these agerfcies, $68,800,000 in 

5 Annual Report of the Secretary of the 
Treasury on the State of the Finances for 
Fiscal Year Ended June 30, 1939, Table 7. 
Expenditures are excluded for national de- 
fense, refunds, the settlement of war claims 
and losses by the Commodity Credit Corpora- 
tion, loans and subscriptions to stock, the 
retirement of railroad employees, and debt 
payments. And, as is explained in the text, 
part of the expenditure for social security is 
also excluded. 


expenditures of the executive division 
of the Government expanded from $1,- 
400,000 in 1917 to $9,800,000 in 1918, 
and $21,500,000 in 1919.° e 
Perhaps, however, these increases 


6 Information as to these and other expendi- 
tures of the Federal Government during the 
first World War period was obtained from the 
Annual Report of the Secretary of the Treas- 
ury on the State of the Finances for Fiscal 
Year Ended June 30, 1918, pp. 135—142, and 
June 30, 1919, pp. 190-198. 
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should be examined inemore detail, pars 
ticularly when appearing in 1918, the 
one full year in which we were at war. 
In the executive division, the exyndi- 
tures of the Civil Service Commission 
increased from $357,000 in, 1917 te 
$617,000 in 1918. Apparently this 
addition reflects the increase in the 
number of governmental employees. 
The growth of the problem of obtain- 
ing efficiency Is indicated by the ex- 
penditure of $101,000 by the Bureau of 
Efficiency in 1918, compared with an 
expenditure of $49,000 in 1917. The 
work of the Tariff Commission seems 
also to have been greatly expanded. 
The Commission expended $42,000 in 
1917 and $191,000 in 1918. But the 
largest increase in this division was for 
civil work directly connected with the 
prosecution of the war. Expenditures 
for national security and defense grew 
from $53,000 in 1917 to $7,000,000 in 
1918. 

In the State Department, the chief in- 
creases were in the contingent expenses 
of foreign missions, and national se- 
curity and defense. Expenditures for 
missions were $487,000 in 1917 and $1,- 
.000,000 in 1918; for national security 
and defense, they were $65,000 in 1917 
and $942,000 in 1918. 

The Treasury took a loss of $15,500,- 
000 in 1918 on silver dollars melted or 
broken up. It expended $300,000 in 
1917 on loans, and $9,700,000 in 1918. 
The cost of collecting taxes increased 
with larger collections from $7,000,000 
in 1917 to $12,000,000 in 1918. A 
moderate expansion also appeared in 
the #ublic Health Service, $2,700,000 
being expended for this purpose in 1917 
and $3,200,000 in 1918. 


EMPLOYEES’ SALARIES AND EXPENSES 


The salaries and expenses of employ- 
ees in the Departments of Agriculture 
and of the Interior, and of the civil em- 


ployees of the War and Navy Depart- 
ments expanded greatly during 1918.° 
The War Department, where the great- 
est increase took place, in addition to 
mere than ,doubling payments for sal- 
aries and expehses, expended $8,100,000 
in that year for additional employees, 
and $4,500,000 for temporary office 
buildings. In the Interior Department, 
the work of the Geological Survey arfti 
the Bureau of Mines increased consid- 
erably as evidenced by large expendi- 
tures. The Bureau of Mines expended 
$815,000 in 1917 and $1,300,000 in 
1918. The Department of Agriculture 
expended $6,300,000 in 1918 for the 
stimulation of agricultural production. 
Nothing was expended for this purpose 
in 1917. In this Department, the ac- 
tivities of the Bureau of Public Roads 
cost $565,000 in 1917 and $1,000,000 in 
1918. 

The activities of cerjain bureaus in 
the Departments of Commerce and La- 
bor increased, and the work of the De- | 
partment of Justice as a whole was 
enlarged. In the Department of Com- 
merce, the new Bureau of Foreign and 
Domestic Commerce expended $457,000 
in 1918, and the gvork of the Bureau of 
Standards expanded greatly, as evi- 
denced by an expenditure of $785,000 
in 1917 and $1,300,000 in 1918. In the 
Department of Labor, the Bureau of 
Labor Statistics expended $274,000 in 
1917 and $388,000 in 1918. The work 
of the Bureau of Immigration increased 
still more, and the ‘cost of the Bureau 
grew from $104,000 in 1917 to $854,000 
in 1918. There was also in this De- 
partment an expenditure of $584,000 in 
1918 for national security and defense. 
The regular salaries and expenses of 
employees of the Department of Justice 
were $1,600,000 in 1917 and $2,300,000 
in 1918. This Department expended 
$18,000 in 1917 for national security 
and defense, and $1,400,000 in 1918. 
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Among the independent offices and 
“bureaus, the following appeared in 1918 
for the first time: the Capital Issues 
Commission, expending $10,000; the 
Board for Vocational - "Education, $1,- 
400,000; the Food and'Fuel Admin- 
istration, $5,000,000, and control of 
food and fuel, $50,000,000; the Bureau 
of Industrial Housing and Transporta- 
tfén, $25,000; and the National Secur- 
ity and Defense Exports and Admin- 
istrative Board, $250,000.* In addition, 
the activities of a number of agencies 
increased greatly. Thus the Federal 
Reserve Board expended $595,000 in 
1917 and $1,500,000 in 1918; the Com- 
pensation Commission for United States 
Employees, $228,000 in 1917 and $720,- 
000 in 1918; and the Federal Trade 
Commission, $459,000 in 1917 and $1,- 
500,000 in 1918. 

Large increases in the civil disburse- 
ments of the Federal Government dur- 
ing the war years were, however, not 


e «universal in the various divisions. Thus 


the legislative division expended $15,- 
000,000 in 1917, but only $16,000,000 
in 1918, and $16,600,000 in 1919. Sim- 
ilarly, the expenditures of the Federal 
Government made in behalf of the Dis- 
trict of Columbia were $13,800,000 in 
1917 and $14,400,000 in 1918; in 1919, 
they were $16,600,000. And the in- 
crease in the expenditures of the De- 
partment of Commerce was moderate 
despite the large additional costs of cer- 
tain of its bureaus. The Department as 
a whole expended $11,700,000 in 1917, 
andin 1918 and 1919 it expended $13,- 
300,000 and $15,700,000, respectively. 


Tue OUTLOOK FOR THE PRESENT 
EMERGENCY 


That expenditures for the legislative, 
judicial, and civil "establishments as a 

7 These are in addition to the War Finance 
Corporation, Federal control of transporta- 
tion, and the United States Shipping Board, 
mentioned earlier. 
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whole wil? increase greatly during the 
coming emergency appears probable 
Both the preparation for, and the actual 
wagi$e of, modern war are much more 
mechanical in nature than in the first 
World War period. In addition to sup- 
plying the soldiers of the army with 
food, clothing, housing, and rifles, we 
must provide them with an enormous 
quantity of airplanes, tapks, trucks, ar- 
tillery, automatic weapons, shells, and 
other fighting equipment and supplies. 
Moreover, the fleet, with its accompany- 
ing air arm, is to be greatly expanded., 
All this paraphernalia must be produced 
by our economy, which is now operating 
largely on a peacetime basis. More and 
more labor, materials, and equipment 
are to be used in the production of the 
things of war. And since all this prep- 
aration is a collective enterprise gov- 
erned by laws and ruled by specifica- 
tions, our economy must be subjected to 
increasing regulation in order that it be 
made to produce the armaments re- 
quired. Indeed, no rearmament pro- 
gram could be successful except on that 
basis. Already we see recognition of 
this fact in the establishment of the Ad- 
visory Commission to the Council of 
National Defense. 

There is the matter of priority. Ma- 
terials necessary to the armament pro- 
gram must come first, both in produc- 
tion and in allocation. Only an agency 
of the Government can undertake to 
insure continuity of their use for pur- 
poses of national defense. And as our 
economy, under the armament program, 
comes to resemble that of wartime, the 
task of establishing priorities will grow 
in significance. Lalor questions will 
also require governmental action, since 
the work of plants essential to national 
defense cannot be permitted to stop 
while management and workers squab- 
ble over wages and hours. Undoubtedly 
also the activities of the Department of 
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Justice will expand, fer the mew tech; 
nique of waging covert war will be used 
to prevent our rearmament. And among 
the more promising devices is tht of 
sabotage. Withebillions of dollars being 
expended for materials, the work of pure 
- chasing will expand greatly. And it 
may be, too, that the transportation 
agencies will be subject to increased con- 
trol. The administration of these and 
other programs related to tHe change 
in the economy will undoubtedly re- 
quire the labor of tens of thousands of 
Government workers, and the expendi- 
ture of hundreds of millions of dollars. 

Veterans! pensions are in the nature 
of a fixed cost. Prior commitments will 
be maintained. But, on the other, hand, 
it is hardly to be expected that during 
this period of national emergency vet- 
erans will obtain new benefits. 

Interest on the public debt is grow- 
ing, even though the rates paid on pub- 
lic obligations are extremely low. And 
the budget continues to be unbalanced, 
with no prospect of receipts and ex- 
penditures coming. into equilibrium. 
Indeed, if expenditures for armament 
are made on the scale assumed, interest 
on the public debt will increase greatly. 


AGRICULTURAL PRODUCTION 


During the first World War every 
effort was made to expand agricultural 
production. An increased supply of 
agricultural products was regarded as 
essential to winning the war. But this 
period of emergency comes at a time 
when the production of agricultural 
commodities is restricted and large ex- 
pendiéures are being made for farm re- 
lief. With agricultural prices below the 
level desired by farmers, and agricul- 
tural interests well organized and politi- 
cally effective, it appears reasonable to 
believe that the payments under the 
Agricultural Adjustment Administration 
program will continue to be made. And 


if the prices of manufactured products 
should rise significantly, it may be that" 
expenditures for farm relief will be in- 
creased; efor with the continent of Eu- 
rope blockaded by the British fleet and 
hence no longér a market for American 
agricultural products, it seems unlikely 
that agricultural prices would increase 
in proportion. 

The only expenditures for social s£ 
curity considered here are grants by the 
Federal Government to the states for 
old-age assistance, aid to dependent 
children, relief of the blind, child wel- 
fare, and the like? These payments 
are made on a matching basis. Inas- 
much as relief of poverty, suffering, and 
destitution has strong popular support, 
as evidenced by the many state laws 
passed in recent years providing for as- 
sistance directed toward these ends, we 
may expect some increase. in this item 
of Federal expenditureseduring the pe- 
riod of the present emergency; the ac- 
tual amount of the increase, however, 
wil probably not be significant in the 
total of Federal expenditures. But 
if expenditures for armament should 
largely exceed the minimum assumed 
here, it is possible that appropriations 
for these purposes may be decreased. 

The Federal Government makes a 
number of appropriations for education. 
Most of these are now administered by 
the Federal Security Agency. The 
funds granted, like those for social se- 
curity, are expended by the states on a 
matching basis. Their amount has in- 
creased greatly in recent years: &10,- 
600,000 being expended in 1934 and 
$26,700,000 in 1939. Usually appro- 
priations of this nature are continued. 
There appears no good reason for sup- 
posing that these grapts will be an ex- 


8 Expenditures for old-age annuities and un- 
employment insurance are excluded because 
they are paid from the proceeds of pay roll 
taxes. 
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ception. But in view of the large ex- 


* penditures by the state and local units 


of government for education, a general 
increase in these grants during the pe- 
riod of heavy armament expenditures 
seems unlikely, although an increase 
may be made in the grant for vocational 
education, 

The Government employees’ retire- 
Thent fund refers to the Federal share 
in money set aside to pay pensions to 
retired civil service employees. Since 
such of the additional employees re- 
quired by the Federal Government dur- 
ing the emergency as come under civil 
service will have to be provided for in 
this respect, some increase in his ex- 
penditure may be forecast. 


PuBLIC WORKS EXPENDITURES 


Enormous expenditures have been 
made in recent years on public works. 
These have been made partly for the 
projects themselves, but mostly to re- 
lieve unemployment and to stimulate 
business. But as our energies come to 
be shifted more and more into the mak- 
ing of armament, it is to be expected 
that expenditures on public works will 
decline greatly. Indeed, if we are to 
build new armament plants, and to man- 
ufacture materials of war in these 
plants, we can hardly continue to "build 


public highways, to develop reclamation : 


projects, and to improve rivers and har- 
bors as in the past. Rather, the rea- 
sonable expectation is that such ex- 
penditures as are rhade for public works 
will- bear a direct relationship to the 
armament effort. 

A full-scale armament program would 
absorb many millions of workers; in- 
deed, we should expect that both direct 
and work relief will decline greatly as 
this program expands. But expendi- 
tures for relief of unemployment will 
probably never decrease to zero. There 
will always be unemployment. Just as 
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some persons were unemployed tn the 
prosperity period ending in 1929, some 
will be unemployed in the forthcoming 
arm$ment boom. And, since we have 
accepted the responsibi¥ity of caring for 
the unemployed, this obligation will not 
be shelved with a great increase in em- 
ployment. The reasonable expectation 
is that expenditures for relief of the un- 
employed will decline to a small amount. 

The, boys in the Civilian Conservation - 
Corps are healthy young workers other- 
wise unemployed. It is to be expected 
that as more jobs become available in 
industry, these boys will leave the 
camps and seek a higher reward for 
their Jabor. Doubtless a Civilian Con- 
servation Corps will be maintained and 
some boys will be in it, but, as in the 
instance of aid to the unemployed, this 
expenditure can be expected to sink to 
a small proportion of its present total. 

We come now to a summation of the 
prospect for nonarmament expenditures 
as a whole. It seems likely that the 
ordinary civil expenditures of the Gov- 
ernment will increase and that expendi- 
tures for public works and for unem- 
ployment relief will decline greatly. 
The areas of activity in which large 
declines in expenditure are forecast cost 
more than $3,700,000,000 in 1939. The 
only division in which a largd increase 
is expected, namely, the legislative, judi- 
cial, and civil establishments, expended 
$770,000,000 in 1939. We should ex- 
pect, therefore, after giving full weight 
to probable increases in other items of 
ordinary expenditure, that the balance 
of probability points to a decrease in 
nonarmament expenditures durimg the 
period of the emergency. 'This forecast 
is probably indicated even if the emer- 
gency should result in the utilization of 
our maximum war potential. For in 
that event, though civilian expenditures 
related to the war effort would undoubt- 
edly increase greatly, decreases in un- 
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employment relief andè public'works for as grants for social security and educa- 
civilian purposes, and ultimately jn the tion, would more than make up for this" 
more strictly peacetime activities such increase. 
| + 
* M. Slade Kendrick, Ph.D., i$ professor of economics 
and public finance, Cornell University, Ithaca, New 
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“The Undistributed Profits Tax" (pamphlet, 1937), 
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State and Local Expenditures Dtring the 
Emergency Period 


1 
. By CLARENCE HEER 


HE outlook for state and local ex- , 


penditures during the present emer- 
gency is Jargely what those who are in 
® position to direct and influence state 
and local fiscal policy choose to make 
it. Expenditure programs may be con- 
sciously planned with a view to strength- 
ening the national defense effort. On 
the other hand, they may represent 
merely the unplanned result of the im- 
pact of new economic and fiscal develop- 
ments on traditional expenditure pat- 
terns. 

The principles which ought to be ob- 
served in formulating plans of govern- 
mental spending appropriate to the 
present emérgency are discussed else- 
where in this volume. ‘The present arti- 
cle deals with the economic and fiscal 
factors which will condition the appli- 
cation of those principles. These in- 
clude the trends which have operated to 
shape state and local expenditures in 
the immediate past and which have not 
yet spent their force; the new economic 
and fiscal trends which may be expected 
to be initiated by the current defense 
program; and, finally, the budgetary 
problems which will presumably emerge 
in consequence of the impingement of 
one set of trends upon the other. 


INFLUENCE OF THE DEPRESSION 


“The dominant influence on state and 
local expenditures during the past dec- 
ade has, of course, been the depression. 
Fully to appreciate how greatly the de- 
pression and its train of consequences 
revolutionized state and local budgets, 
it is necessary to go back to the last of 
In the 
fiscal year 1929-30, the combined tax 
collections of all state and local gov- 
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ernments? were in the neighborhood of 
$6,800,000,000. Combined expenditures 
from taxes and loans, excluding debt re- 
tirement, were in the neighborhood of 
$8,800,060,000. Of this sum, about 
$3,000,000,000, or more than one-third, 
represented expenditures for the con- 
struction and maintenance of public 
works including highways, roads, and 
streets; sewage disposal and water sup- 
ply systems; schools, hospitals, and 
other public buildings. 

Next to expenditures for the construc- 
tion and maintenance of public works, 
the largest single item of state and lo- 
cal outgo was represented by the cur- 
rent cost of operating the public schools. 
Exclusive of interest on school indebted- 
ness, the states and localities spent 
about $1,844,000,000 on the current 
operation of elementary and secondary 
schools in 1929-30. This represented 
an average of $87 per pupil. The third 
important item in state and local budg- 
ets was interest on public indebtedness, 
which accounted for about $763,000,000 
of expenditure in 1929-30. 

The three items mentioned consti- 
tuted approximately two-thirds of all 
state and local spendings in the last 
predepression year. Although precise 
figures are lacking, expenditures for 
police and fire protection were probably 
not greatly in excess of a half billion 
dollars per annum. About $459,000,- 
O00 a year was spent on the current 
operation of hospitdls and eleemosynary 
and correctional institutions. Street 
cleaning and lighting, sewage disposal, 
refuse collection, and similar municipal 
services were responsible in the aggre- 
gate for less than $250,000,000 of ex- 
penditure. State and local health de- 
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partments spent in the ‘neighb¥rhood of. 
$125,000,000 per year, exclusive of hos- 
pital costs. 

Two features of the predepressiow ex- 
penditure patterf require special notice. 
The first is the comparatively gmall sum 
spent for poor relief and public assist- 
ance to special classes, such as depend- 
ent children, the aged, and the blind. 
According to an estimate of the Twen- 
tieth Century Fund, state and focgl gov- 
ernments expended des than $125,000,- 
000 for all of these purposes in 1929—30. 
he second feature is the insignificant 
share of state and local expenditure 
which was financed with Federal funds. 
The combined aggregate of all types of 
Federal aid to the states reached a to- 
tal of only $136,000,000 in 1929-30. 
Of this amount, about $76,000,000 rep- 
resented Federal highway aid. 


BUDGETARY RETRENCHMENT 


With the decline in the national in- 
come from $82,000,000,000 in 1929 to 
$40,000,000,000 in 1932, state and lo- 
cal tax revenues began to shrink. Si- 
multaneously, expenditures for relief 
began rapidly to rise. In the fiscal year 
1933—34, state and local tax collections 
were about a billion dollars less than 
they had been four years earlier, while 
expenditures for relief and public as- 
sistance were some four hundred million 
dollars greater. State and local borrow- 
ings had been cut down by one-half and 
were almost equaled by debt retire- 
ments. 

State and local governments met this 
new situation in part by budgetary re- 
trenclement. A measure of the severity 
of this retrenchment is supplied by the 
reduction in current school costs which, 


1 Except as indicated in Table 1, all figures 
cited are rough estimates based on U. S, Bu- 
reau of the Census, Financial Statistics of 
Cities Having a Population of Over 30,000, 
1930, and Financial Statistics of State and Lo- 
cal Governments, 1932. 
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for the country as a whole, amounted to 
more than $300,000,000 between 1930 
and 1934, roughly $10 per pupil. The 
bulk of the budgetary savings, however, 
was effected, through drastic curtailment 
of expenditures for the construction and 
maintenance ofe» public works, which 
dropped from approximately $3, 000,- 
000,000 in 1929-30 to $1,300,000, 000. 
in 1933—34. 

Despite their best efforts, the states 
and localities would, of course, have 
failed utterly to solve their depression 
problems had it not been for the enor- 
mous assistance extended to them by 
the Federal Government. For the fiscal 
year 1983-34, Federal grants for relief 
and public construction alone reached a 
sum in excess of $1,700,000,000. This 
included $592,000,000 for direct relief; 
$845,000,000 for work relief under the 
Civil Works Program; $268,000,000 of 
highway aid; and $19,000, 600 i in grants 
by the Federal Emergency Administra- 
tion of Public Works. Since all of these 
grants except those for direct relief were 
spent on construction and maintenance 
work, they went far to offset the reduc- 
tions which the states and localities had 
made in their owa spendings for these 
purposes. 

As is well known, the depression pe- 
riod ‘was characterized by feverish ef- 
forts to increase the productivity of 
state and local revenue systems. The 
burden of these efforts fell largely on 
the states. The repeal of the prohibi- 
tion amendment opehed up a new rev- 
enue source which state and local gov- 
ernments alike were quick to seize. 
Twenty-one states adopted general sales 
taxes after 1932, and over a dozen 
adopted income taxes. In addition, 
there was a pronounced trend toward 
the so-called nuisance taxes such as 
state taxes on cigarettes, movie admis- 
sions, and soft drinks. 

Reflecting the effects of more highly 
geared revenue systems and of a rising 
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national income, state and local tax col- 
lections, excluding unemployment in- 
surance contributions, rose to a level of 
$7,000,000,000 for the fiscal Year ended 
in 1937. This was abopt 6200,000;000 
greater than collections during the pros- 
perity year 1929-30.° Return to the* 
predepression level of tax receipts; how- 
ever, did not permit the states and lo- 
calities to restore their predepression 
budgets. 


“EXPENDITURES FOR RELIEF AND 
PUBLIC ASSISTANCE 


Although the national income had 
risen to $70,000,000,000 by 1937, relief 
costs continued high. Moreover, with 
the establishment of the Federal Works 
Progress Administration ig 1935, the 
entire burden of direct relief was shifted 
to the states and localities. In 1938-39 
the states ayd localities spent $548,000,- 
000 on directerelief as compared with 
$358,000,000 during the depression year 
1933-34. Expenditures for work relief 
in the form of sponsor's contributions 
toward Works Progress Administration 
projects stood at the high level of $492,- 
000,000 in 1938—39. "The Social Se- 
curity Act passed in 4935 was primarily 
responsible for increasing state and local 
public assistance expenditures , from 
$79,000,000 in 1933—34 to $344,000,000 
in 1938—39. "The Social Security Act 
was also responsible for expenditures 
to the amount of $444,000,000 for un- 
employment compensation in 1938—39. 
These latter payments were financed 
theough unemployment insurance con- 
tributions. Excluding unemployment 
compensation payments, state and local 
governments spent approximately $1,- 
400,000,000 for relief and public as- 
sistance in 1938-39. This compares 
with an expenditure of $528,000,000 for 
the same purposes in 1933-34 and with 
an expenditure of only $115,000,000 in 
1929-30. 

Largely because of the new and heavy 
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° obligatichs for public assistance and re- 


lief,estate and local expenditures for 
other functions were still somewhat be- 
low predepression standards in 1939. 
Current expenditures for the operation 


"of the public schools had regained the 


1930 level by 1938. In the meantime, 
however, school attendance had in- 
creased and on a ‘per pupil basis cur- 
rent costs were about $3 below the 1930 
standerd. States and localities contin- 
ued to use their own funds sparingly for 
the construction and maintenance of 
public works and their expenditures for 
these purposes in 1939 were about a 
billion dollars below the 1930 figure. 
The deficiencies in state and local 
construction expenditures throughout 
the years from 1936 to 1939 were more 
than offset, however, by liberal Federal 
aids. Federal-aid expenditure for re- 
lief, public assistance, and public con- 
struction reached the record total of 
$3,000,000,000 in 1938-39. This sum 
included $205,000,000 of highway aid 
and $379,000,000 of Public Works Ad- 
ministration grants which have since 
been discontinued. The Works Prog- 
ress Administration disbursed approxi- 
mately $2,200,000,000, the bulk of 
which was expended on state and local 
construction and repair projects. Count- 
ing the contributions of the Federal 
Government, total expenditures for the 
construction and maintenance of state 
and local public works were sustained at 
a higher level during the four years end- 
ing in 1939 than they were in the four 
prosperity years terminating in 1930.? 
The foregoing summary furnishes a 
rough picture of the main trends ifi state 
and local expenditure prior to and in- 
cluding 1939. For the purpose of 
identifying the significant fiscal develop- 


2U. S. Department of Commerce, Construc- 
tion Activity in the United States, 1915-37, 
Domestic Commerce Series, No. 99, Tables 3a 
and 6; also, Survey of Current Business, Au- 
gust 1939, Table 5. 
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TABLE 1—OVER-ALL SrAnsricsbe STATE AND LOCAL FINANCE FOR SELECTED YEARS, 1929-39. 




















(Millions of Dollars) 
, e Fiscal Years 
è Item : 4 
. 1930—30 | 1933-34 | 1937-38 | 1938-39 
P —H————M————rro eee 
Tax collections, excluding pay roll taxes*... &............ 6,798 | 5,855 | 7,650 | 7,509 


New issues of indebtedness ®.............. 000 ee eee eee 
Old issues retired 95...,7..... eer e tht 
Total expenditures, excluding unemployment compensation *. 
Total expenditures for construction and maintenance of pub- 
lic works, including Federal aid and work relief projects ^. . . 
Specific expenditures from state and local funds: 
Relief and public assistance ê. 2.2... ee 
. Direct relé eeur naa A STD A 
* Work relief (C.W.A. and W.P.A)..........Luuu.. 


1459 | 730 | 1,001] 1,113 
471| $88) 811] 860 
8,00 | 7,657 | 90097 | * a, 


3,120 | 1,863 | 3,225 | 3,645 






115/ 528 | 1,186 | 1,384 
* 358 | 521| 548 
= 91| 374| 492 


PUBIC assistance teniste savri th Geen Nd SR : 79 291 | 344 
Unemployment compensation gor pue — — 181 444 
Construction and maintenance?................. «---| 3,021 | 1,270 | 1,644 | 1,893 
Public schools (current expenses less interest) ^......... | 1,844 | 1,516 | 1,870 * 
Interest | uu cereo sed ev PO awe DIA CM VEU PES 763 844 713 * 


Specific expenditures from Federal funds: 
Relief and public assistance *.. 2.2... eee 
PEHIecETOeHel cuit adi bee eae ees Cu Aq 

Work relief (C.W.A. and W.P.A)........Luuuuuu. 
Püublic:assistance: s oes EL kee DR EIS 

Public Works 5. 1a sie 02s erred eeu eta ns ex ee ee 
Highway aid itre boat er ey eke D Ws 

Public Works Administration grants.............. 


— | 1,437 | 1,642 | 2,404 
2 1 


— 845 | 1,425 | 2,158 
— — le 215 245 
78 289| 427 584 
78 268 237 205 
— 19 190 379 


* Not available. 

a Figures for 1930 and 1934 from National Industrial Conference Board, Cost of Government 
in the United States, 1935—37; figures for 1938 and 1939 from the Tax Research Foundation, 
Tax Systems, 8th ed. 

* Commercial and Financial Chronicle, State and Municipal Gompendium, June 1940. 
Figures for fiscal year obtained by averaging nearest two calendar years. 

¢ National Industrial Conference Board, The Mie ie Board Economic Record, Vol. 1, 
No. 9, p. 94. 

d U. S. Department of Commerce, Construction Activity in the United States, 1915-37, Do- 
mestic Commerce Series, No. 99, Tables 3a and 6; also, Survey of Current Business, August 
1939, Table 5. Figures for 1939 represent advance estimates of the Department of Commerce. 
Figures for fiscal year obtained by averaging nearest two calendar years. 

* Hearings Before the Subcommittee of the Committee on Appropriations, 76th Cong., 
3rd Sess., Making Appropriation for Work Relief and Relief, Fiscal Year 1941, p. 720. 

f Twentieth Century Fund, Studzes in Current Tax Problems, p. 245, "footnote 6. 

? Social Security Board, Annual Report, 1938, 1939. 

^ Federal Security Agency, U. S. Office of Education, Advance Statistics of State School 
Systems, 1937-1938. Figures include a small amount of Federal aid. 

‘U. S. Department of Commerce, Long-Term Debts in the United States, Domestic Com- 
merce Series, No. 96,,p. 178, Table 79; also, U. S. Bureau of the Census, Financial Statistics of 
State and Local Governments, 1932, and U. S. Treasury Department, Bulletin, August 1939. 

7 Annual Report of the Secretary of the Treasury on the State of the Finances for Fiscal 
Year Ended June 30, 1939, p. 367, Table 7. Also, U. S. Department of Commerce, Construc- 
tion Activity in the United States, 1915-37, Domestic Commerce Series, No. 99, p. 79, Table 42. 


. ments which may be expected to grow defense effort into two stages. The first 
out of the present emergency, it will be of these stages comprehends the current 
convenient to divide the period of our phase in which our expanding armament 
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.program is still absorbing the slack in 
our productive capacity. "The second 
stage comprehends the period after full 
employment of all available ptoduction 
factors has been reached, at which time 
further enlargement of our output for 
defense purposes will require the diver- 
sion of man power, plant capacity, and 
atural resources from civilian to mili- 
tary uses. 


ARMAMENT PROGRAM ABSORBING 
THE SLACK 


The current phase of our defense ef- 
fort is characterized by an expanding 
volume of employment and a rising na- 
tional income. The Federal Govern- 
ment is still financing the bulk of its 
armament purchases through borrow- 
ings, but there has as yet been no sub- 
stantial general rise in prices. Federal 
taxes have been increased but not to the 
full extent whith will ultimately become 
necessary. Moreover, recent Federal 
tax measures have not trenched heavily 
on consumption. Nor have government 
priorities as yet reduced the volume of 
goods available for civilian use. Fi- 
nally, the Federal Government is in- 
tent on cutting to t&e lowest possible 
minimum all Federal expenditures not 
essential to defense. This includes,Fed- 
eral aid to the states which, in compari- 
son with 1939, has already been signifi- 
cantly reduced. g 

The foregoing developments have al- 
ready begun to register their effects on 
state and local finances. Most impor- 
tart among these effects is the rise in 
state and local tax revenues incident to 
fuller. employment and an expanding 
national income. State governments 
have thus far been the principal bene- 
ficiaries of this trend. State .revenue 
systems have been geared to ride a de- 
pression and at existing rates the yield 
of state income, sdles, and business taxes 
may be expected to rise par? passu with 
the rise in the national income. The 
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effects of fhe expanding national ihcome 
on local tax revenues will probably be 
less pronounced. Increased state tax 
collections, however, may be passed on 
to the localities through the medium of 
State adnainistered—locally shared taxes, 
or in the form of more generous grants- 
in-aid. The industrial and residential 
construction made necessary by the de- 
fense program will add. new properties 
to local assessment rolls. Finally, fuller 
employment and fatter pay envelopes 
wil doubtless reduce resistance to ad- 
vances in assessed valuations or in the 
rates of local property tax levies. 

On the expenditure side of state and 
local budgets, expanding employment 
may be expected to exhibit its effects 
in a lessened need for direct relief. It 
would be well, however, not to be too 
optimistic here, since direct relief is, in 
theory at least, payable only to unem- 
ployables. Moreover, the correlation 
between expenditures for, direct relief 
and the national income has not in the 
past been particularly close. 

It may be assumed with a greater de- 
gree of confidence that Work Projects 
Administration expenditures on state 
and local work relief projects will be 
sharply curtailed. This development 
wil have a mixed effect on state and 
local budgets. On the one hand, it will 
release the substantial state and local 
sponsor contributions which W.P.A. 
projects have entailed. On the. other 
hand, it will tend to bring about a de- 
cline in the volume of state and local 
construction and maintenance work. 
This latter tendency will be intensified 
by the reduction in other Federal aids 
for construction. Ae has already: been 
indicated, Public Works Administration 
grants have been discontinued, and Fed- 
eral highway aid has been scaled down. 
Moreover, the states are being urged to 
give priority in their Federal aid high- 
way programs to access roads to camps 
and defense plants, and to work on the 
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giae highway systein recommended, new municipal facilities to be fully 


by defense agencies. : 


RESULTS OF REDUCED FEDERAL AID 


In appraising* the probable conse- 
quences of reduced Federal aid, on state 
and local construction activity, due 
weight must be given to several com- 
pensating factors. These include the 
increase in state and local tax collec- 
tions, the release of W.P.A. sponsor con- 
tributions, and the heavy volume of 
state and local construction financed 
yith the help of the Federal Govern- 
ment during the latter half of the dec- 
ade just closed. Not only will states 
and localities have more money of their 
own to spend on construction and main- 
tenance work during the months ahead, 
but they will be well prepared to go on 
a more restricted construction diet 
should that become desirable. 

The chief problem confronting state 
and local governments during the first 
stage of the armament program will be 
how to utilize their additional revenue 
in ways best calculated to advance the 
paramount national objective. In this 
connection the advantages of tax reduc- 
tion or of more rapid debt retirement 
will have to be carefully weighed against 
the claims of undernourished functions, 
such as health and vocational training, 
which are closely related to national 
defense. 

Expenditure problems of a more se- 
rious nature will confront local com- 
munities where Army and Navy reserva- 
tions or new defense industries bring 
an abrupt influx of population. Even 
whereethe Federal Government under- 
takes to finance the housing of defense 
workers, it will be necessary for local 
governments to supply municipal utili- 
ties and schools. Will affected local 
communities have the financial resources 
needed to expand their facilities? Will 
the defense program cover a sufficiently 
long period to permit investments in 


amortized? Should the Federal Gov- ° 
ernment provide such additional facili- 
ties, irrespective of the financial ability 
of fhe commynity ? 


DIVERSION, FROM CIVIL TO 
THE MILITARY 


During the second phase of the de- 
fense program it will be necessary to”. 
divert productive capacity from civilian 
to military uses. This diversion may 
come by way of price inflation. It may, 
however, be effected without much in- 
flation through a system of government 
priorities coupled with Federal taxes 
which tyench heavily on consumption. 
If the inflation route is taken, state and 
local revenues will continue to advance 
but will eventually be outdistanced by 
material prices, competitive wage rates, 
and the cost of living. 

At this juncture state and local gov- 
ernments will need to raise new taxes to 
maintain their pre-existing standards of 
service and to keep their salary and 
wage scales on a par with those obtain- 
ing in private employments. But new 
state and local taxation will not be 
feasible in the fase of heavy Federal 
taxation. If the experience of the last 
War offers any guide, it is probable that 
the cómpensation of state and local em- 
ployees will fall below the competitive 
level and it will be difficult to replace 
employees who resign to take more 
lucrative jobs in private industry. Un- 
less preventive measures are taken, the 
end of the emergency will find state and 
local governments with underpaid and 
insufficient personnel, with inadequate 
and undermaintained capital facilities, 
and with generally lowered standards of 
service. 

Substantialy the same results may 
be expected if productive capacity is 
diverted to military uses through gov- 
ernment priorities coupled with severe 
Federal taxes on consumption. In this 
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case there will be a decline in the physi- 
* cal output and the total dollar volume 
of consumers’ goods which will cause 
state and local tax revenues ¢o shrink. 
With no chance of recquping their 
losses, the states and localities will be 


forced to resort to wage cuts and to thee 


curtailment of services in order to bal- 
ance their budgets. 

> As far as the second phase of the 
defense program is concerned, the out- 
standing expenditure problem will cen- 
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ster arouffd ways and means i. ade- 
quately maintaining those state and 
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country's defense. The solution of this 
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epplicatign of a priority schedule to 
state and local expenditures made ef- 
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grants-in-aid. At any rate, the problem 
should be given consideration now while 
state and local finances are still showing. 
improvement. 
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Armament Expehditures in Principal Countries! 


By PAuL 


HE trend af armament expendi- 

tures between the first and the sec-, 
ond World Wars in the principal coun- 
tries of the world may conveniently be 
divided into three periods: the period 
1919 to 1932 inclusive, characterized by 
relatively modeftate expenditures for 
armaments and a dependence upon’ arbi- 
tration and conciliation as the means 
of settling international disputes; the 
period 1933 to 1935 inclusive, during 
which the strongly nationalistic states 
abandoned these peaceful methods of 
settling international disputes and pro- 
ceeded to rearm at a rapid pace; and, 
finally, the period 1936 to September 
1939 inclusive, when virtually every na- 
tion was rearming furiously in anticipa- 
tion of the conflict which by that time 
appeared to be inevitable. 


‘Tue PERIOD OF COMPROMISE 


Among the significant developments 
of the first period which helped to bring 
about an atmosphere of apparent com- 
promise in international relations it is 
necessary to mention: (a) the disarma- 
ment of Germany; (b) the establish- 
ment of the League of Nations and the 
World Court, and the confidence placed 
in the ability of these instrumentalities 
to settle international disputes; (c) the 
consummation in 1921-22 of the Wash- 
ington Naval Pact between the United 
States, Great Britain, France, Japan, 
and Itgly, fixing the ratios of their re- 
spective naval strengths, prohibiting the 
building of additiorfal capital ships ex- 

1 Acknowledgment is due to Mr. Leo Fish- 
man, assistant in Economics at New York 
University, and to the author's staff of work- 
ers at the Work Projects Administration of 
New York City for assistance rendered in the 


collation of the materials and the statistical 
table presented in this article. 
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cept to provide replacements, and re- 
sulting in thé spectacular scrapping by 
„the United States of fifteen capital ships 
"upon the construction of which $330,- 
000,000 had already been expended; 
(d) the ratification in 1929 by manye 
nations of the Briand-Kellogg Peace 
Treaty which outlawed war as a method 
of settling international disputes, fol- 
lowed by Briand's plea to the European 
members of the League for the estab- 
lishment of a United States of Europe; 
(e) the signing of the London Naval 
Treaty in 1930, providing for a solution 
of all legal disputes by the method of 
compulsory arbitration before the World 
- Court; (f) and perhaps most important 
of all, the re-establishment of extensive 
foreign trade and economie prosperity 
generally during the 1920's. 

Even during this period there were 
some evil forebodings. The issue of 
debts and reparations acted as a con- 
stant irritant in the relations between 
nations. There was much bitterness in 
Germany over the terms of the Ver- 
salles Treaty and constant fear in 
France and elsewhere of a possible re- 
militarized Germany. The consumma- 
tion in 1925 of the Locarno Pact, which 
demilitarized the Rhineland and laid 
the basis for the removal of Allied 
troops from Germany, prompted France 
to increase her military strength. Short- 
ly afterward, Italy, under fascist leader- 
ship, started to voice growing dissatis- 
faction over the treatment accorded her 
by the Versailles Treaty, and began to 
express designs on Abyssinia and Al- 
bania. There was constant animosity 
between Soviet Russia’ and most of the 
leading countries of the world who 
feared the spread of communism. In 
1927, the projected Geneva Naval Con- 
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ARMAMENT EXPENDITURES OF VARIOUS COUNTRIES IN RELATION TO 
THEIR BUDGETS AND NationaLAncomm? 
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Per * ' Per 
Per Per 
Armament Na- Cent oo Armament Na- Cent aon 
Expend- tional Ratios of Per Expend- jiona Ratios Pi Per 
itures ncome o ituresa ncome 
Year (Millions (Billions Arma- ee preci (Millions (Billions Aa- i ALB E EC 
oO or Na- emen Oo ol Na- ment 
National | tional | Expend-| Expend-| empley- | Natiggal | tional |Expend-| Expend-| employ- 
Cur- Cur- j itures an mens Cue Cur- | itures | ps | ment 
rency) rency) to tional . rency) rency) to fe nii 
udget | income Budget | Income 
- Great Britain (£) France (Fr.) 
© . ; 
1913 77.1 2.3 39.1 3.3 mue 1,315.1 36.0 26.0 3.7 oe 
1925, 119.3 4.3 14.4 2.7 — 4,543. 172.0 16.7 3.2 — 
1933. 107.7 4.0 13.8 [ 2.7 19.9 12,324.3 199.0 19.8 6.2 — 
1934.. 113.8 4.2 14.3 2.7 16.7 11,200.0 184.0 18.1 61 | — 
1935. t 136.7 4.5 16.3 3.0 15.5 13,000.0 175.0 23.6 7.4 p Vemm 
1936. 186.0 4.9 20.6 3.8 13.1 15,000.0 201.0 24.3 7.5 L| — » 
1937. 262.1 5.2 26.6 5.0 10.5 19,000.0 |' 242.0 29.0 7.9 — 
1938. 382.5 $.3 33.6 7.3 12.6 27,000.0 267.0 38.6 10.2 — 
1939 1,000.0* 6.0 60.0 16.7 10.3. 97,000.0* — 52.1 — — 
: Germany (Rm) Italy (lira) 
1913... 1,848.9 45.7 — 4.1 — 1,106.7 memen 35.4 — — 
1925... 465.8 « 60.0 — 8 — 4,036.2 100.0 23.8 0 — 
1929... 601.0 75.9 — 9 9.3 4,959.9 — 25.2 — — 
1933 3,000.0 46.6 —e 6.4 26.3 4,823.8 — 19.7 — — 
1934, 6,000.0 E 52.7 — 11.4 14.9 5,591.4 eum 26.8 mE Dis 
1935. 10,000.0 58.4 — 17.1 11.6 12,624.2 — 38.2 — — 
1936. 11,000.0 63.1 — 17.4 8.3 16,537.3 80.0 40.5 20.7 — 
1937...i 16,000.0 71.0 — 22.5 4.6 13,270.0 97.0 34.3 13.7 — 
1938. 25,009.06 79.0 — 31.7 2.1 15,028.0 -— 37.7 — — 
1939. 45,00 ae 88.0 — — — 30,165.0 125.0* 50.0 20-25 — 
Japan (yen) * U.S. S. R. (ruble)? 
1913... 199.6 3.0 34.8 6.6 — 718.0 17.3 22.2 4 — 
1925. 455.2 13.4 29.8 3.3 — — 16.8 — — — 
1929, 494.9 11.9 28.5 4.2 5.3 1,150.2 28.9 12.5 4.0 — 
1933. 873.0 11.5 |. 38.7 7.6 5.6 1,547.3 48.5 4.8 3.2 — 
1934. 941:8 12.0 43.5 7.8 5.0 5,000.0 55.8 11.0 d — 
1935. 2,206.0 12.5 46.8 8.3 4.6 8,200.0 66.5 12.6 d — 
1936. 1,078.2 13.1 47.2 8.2 4.3 14,815.5 86.0 19.0 d —— 
1937.. 3,972.0 16.6 75. 23.9 3.7 22,431.90 96.3 23.3 d — 
1938.. 6,097.0 18.8 4.9 32.4 3.0 27,044.0 105.0 23.5 d — 
1939. 6,432.0 22.0, 70.7 29.2 — 41,000 0 — 26.6 — — 
United States (8). Canada (S) 
1913. 218.1 35.0 22.7 6 — — on — m — 
1929 790.5 81.1. 20.5 1.0 8.2 21.1 4.7 5.3 0.4 4.2 
1933 791.7 42.3 , 18.3 1.9 24.3 13.3 2.6 2.9 0.5 26.5 
1934 708.1 0.1 11.1 1.4 20.9 21.8 2.9 4.6 0.5 20.6 
1935. 932.8 55.2 12.3 1.7 18.5 25.5 3.1 4.8 0.8 19.0 
1936.. 1,119.3 63.9 12.3 1.8 13.3 26.6 3.4 4.9 0.8 16.7 
1937...) 1,079.4 69.8 12.6 1.6 10.5 35.0 3.8 6.6 0.9 12.5 
1938 1,102.8 61.5 14.3 1.8 15.3 34.2 —— 6.1 — 15.1 
1939. 1,207.4 69.4 13.0 1.7 10.7 29.4 — 5.3 — — 





2 Sources: Armament Expenditures taken from League of Nations, Armamenis Yearbook, except the figures for 
Germany for 1938-39, estimated from news reports; estimates for Italy for 1935 and 1936 taken from Moody's 
anual; for 1937-39, from official report of the Ministry of Finance; figures for the United States taken from U. S. 
Budget Documents. Total Expenditures were taken from the League of Nations, Public Finances, and from official 
budget documents of the countries concerned. National Income estimates for Great Britain from Colin Clark, 
National Income and Oullay; for France, from Dugé de Bernonville, “Les Revenues Privés," Revue conomie 
Politique, May-August, 1938; for Germany, to 1937, from ''Das Deutsche Volkseinkommen vor und nach dem 
Kriege," Einzelschriften sur Slatistik des Deutschen Reiches, No. 24, and the Statistisqjes Jahrbuch; for Germany, 
1938 and 1939 figures from Gunther Reimann, “Germany's War Finances," Annalist, December 1939; for Italy, 
from L. Meliado, “Il reddito degli Italiani nel 1928," Meiron, Vol. 9, and A. degli Espinosa, II reddito e la ricchezza 
degli Itoliani nel 1986—1937; for Japan, from The Japan-Manchukuo Yearbook, 1989-40, and Isoshi Asahi, The 
Economic Strength of J@pan; for U. S. S. R., United States, and Canada, from official sources. Unemployment 
statistics are from the International Labor Review, June 1940. 4 

2 The figures for expenditures apply to fiscal years beginning in the calendar years indicated. , 

. This figure is based on an estimate of the expenditure of Rm. 16,000,000,000 for the six-month period from 
April to September 1939. With the increased tempo of expenditures at the beginning of the war period the amount 
spent on arms during the second half of the fiscal year must have been considerably greater than during the first halt. 

e Rough estimate. 

d The per cent ratios of armament expenditures to national income cannot be calculated for U.S. S. R. inas- 
much as the figures for national income are expressed in 1926-27 prices whereas those for armament expenditures 
are expressed in current prices, and no data regarding the relationships of these prices are available. It is known, 
however, that current prices for those years were considerably above those of 1926-27. 
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$ N 
each disbelieving in the other's willing? 


. ness to abide by the terms of any agree- 
ment to curtail armaments, refused to 
take part thergin. In 1929-30 the 
United States, by raising her tariff rates, 
started a wave of tariff eincreases 
throughout the world, which generated * 
some friction among nations. The out- 
break of the depression resulted in a 
dislocation of foreign exchange rates, 
widespread currency devaluation, and 
adoption of foreign exchange controls, 
which likewise produced considerable 
“international tensions. Meanwhile, in 
1931, Japan began her invasion of Man- 
chukuo. In 1932 the General Confer- 
ence for the Reduction and Limitation 
of Armaments failed dismally when the 
German delegation withdrew therefrom 
after its demand for arms equality was 
refused. Simultaneously, the rapid 
spread of unemployment under the im- 
pact of the depression provided fertile 
soil for the Nazi movement in Germany. 
On balance, however, during the 
greater part of the period 1919-32, the 
forces working for peace seemed to pre- 
ponderate. Hence, most of the nations 
maintained their armament expenditures 
during this period at a fairly stable and 
relatively moderate level, as may be 
seen from the accompanying table, the 
only exceptions among first-rate powers 
being Soviet Russia and Japan. It will 
be noted that England was spending on 
armaments during these years only 
about 2% per cent of her national in- 
come, France from 3 to 5 per cent, 
Japan from 3 to 6 per cent, Italy about 
4 per cent, Soviet Russia about 4 per 
cent, and the United States, Canada, 
and Germany, less «han 1 per cent. 


GROUNDWORK FOR THE ARMAMENT 
RACE 


During the years 1933-35, interna- 
tional affairs took a decided turn for 


the worse. 
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Following the Hitler coup,, 
Germany began to rearm at first secret- 
ly and then quite openly, and to give 
intimation to the world at large that 
she was gotng. to correct by the force 
of arms the alleged injustices meted out 
to her in the past. During 1933 both 
Germany and Japan withdrew from the 
League to assure themselves a wider 
scope of unfettered political action. 
Despite the growing moral opposition 
to her policy in China, Japan had seized 
by this time almost 500,000 square 
miles of Chinese territory. France, in 
her turn, took cognizance of the growing 
German armaments by hurriedly com- 
pleting the construction of the Maginot 
Line on her northeastern frontier and 
placing troeps and military equipment , 
therein. Soviet Russia increased her 
armament expenditures more than five- 
fold in the course of three years. In 
1935 Italy attacked EtHiopia. By the 
end of 1935, as stated at the time by the 
International Year Book, nearly every- 
where the slogan “get ready" had be- 
come “‘the prevailing theme in all actions 
—civil and military—-and the feverish 
haste in getting ready shows the tensions 
and fears of the world.” Germany now 
was spending for armaments over 17 per 
cent ef her national income, Japan over 
8 per cent, Italy close to 20 per cent, 
and Soviet Russia over 12 per cent. 

Great Britain, the United States, and 
Canada, however, failed to follow this 
trend. The armament expenditures of 
Great Britain still amounted in 1935 to 
but 3 per cent of her national income, 
those of the United States to but 1% 
per cent, those of Canada to less than 1 
per cent. France, after spending more 
than Fr.10,000,000,000 on the Maginot 
Line, abstained for a tfme from any new 
large military outlays, feeling confident 
that these great fortifications were now 
protecting her amply against the possi- 
bility of any foreign attack. 
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ACCELERATION OF THE ARMAMENT 
RACE 


During the third period runding from 
1936 to the opening of the war in Sep- 
tember 1939, international affairs grew 
steadily more ominous. In January 
1936, Goebbels uttered the now famous 
glogan of “guns instead of butter.” So- 
viet Russia increased her armed forces 
substantially by lowering the age for 
compulsory military service from 21 to 
19. Germany responded by making 
bold and threatening statements while 
still further intensifying her rearmament 
program. In March 1936 Hitler or- 
dered his troops to occupy the Rhine- 
land, announcing that he was no longer 
bound by the terms of the Locarno Pact. 
Despite the protest of the League of 
Nations, he immediately began to for- 
tify that area. In 1937, the so-called 
“Chino-JapaneSe incident" broke out. 
Spain, following the outbreak of a civil 
war, became a fertile field for inter- 
national intrigues and foreign interven- 
tions. In November of the same year, 
the nine-power conference held in Brus- 
sels to discuss disarmament dissolved 
without reaching any agreement what- 
soever. ' At the same time, the League 
of Nations suffered great losses of,pres- 
tige because of its inability to check the 
Japanese and Italian aggressions. In 
December 1937, Italy, resentful of the 
demands made upon her to withdraw 
her troops from Spain, resigned from the 
League. In March 1938 Germany forc- 
ibly annexed Austria. In September 1938 
the Munich agreement was reached, re- 
sulting in the surrender to Germany of 
the Sudetenland and the establishment 
of German hegemony over the remain- 
der of Czechoslovakia. The utter fail- 
ure of this accord shattered all hopes for 
the maintenance of peace in Europe. 

Germany nearly quadrupled her arm- 
ament expenditures during the years 


¢ 

1936 to September 1939, raising them 
to anesamount which equaled more than 
one-third of her national income. Soviet 
Russia tripled -hers during the same 
time. Italy, after a brief respite fol- 
owing the Ethiopian war, resumed the 
expansion of her armaments. Great Brit- 
ain finally swung into action, increasing 
her armament expenditures three and 
one-half times during the two years pre- 
cedingethe outbreak of the war, so that 
these expenditures now amounted to 
more than 13.5 per cent of her national 
income. France, however, harboring thee 
illusion of security behind her steel wall, 
increased her armament expenditures 
during the same time much less ex- 
tensively. 

During this period the United States 
and Canada, however, raised their arm- 
ament expenditures less than 10 per 
cent, keeping them at the exceedingly. 
low level of 1 and 1934 per cent of their 
national incomes, respectively. In both 
countries public opinion at the time re- 
fused to regard the growing European 
tension as involving any immediate 
threat to their own national security. 

Let us examine now the effects of the 
colossal increases in armament expendi- 
tures during the years preceding the 
second World War upon the individual 
national economies involved. 


Economic CoNsEQUEMGES or ‘TOTAL 
PREPAREDNESS IN GERMANY 


When Germany began her sensational 
rearmament program at the beginning 
of 1933, her economic activity was at its 
lowest ebb. The national income had 
fallen from its peakeof Rm.76,000,000,- 
000 in 1929 to Rm.45,000,000,000 in 
1932. More than six million workmen 
(or about 26.3 per cent) were unem- 
ployed, the index of production of con- 
sumers’ goods had fallen from 94.3 in 
1930 to 77.7 in 1932, while the index 
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same time, the consumption of butter 
substitutes, lard and margarine, declined ° 
from 19.8 to 17.1 kilograms. Truly 


1 
of production of prodiicers’ Moods hads 
declined even more steeply from 76.7 to 
35.3. 


In the measure to which armament 
expenditures intreased from slightly 
more than Rm.500,000,000 in 1932 tø 
approximately Rm.35,000,000,000 in 
1939, the national income of the coun- 
try rose more than correspondingly from 
Rm.45,000,000,000 in 1932 to Rm.88,- 
000,000,000 in 1939. At the same time, 
the index of unemployment dropped 
successively from 26 per cent in 1933 to 
«2 per cent (or practically to the mini- 
mum required labor reserve) in 1938. 
The index of the output of producers’ 
goods (much of which served military 
needs) rose sharply from 35.3 in 1932 
to 143.8 in 1938. The index of produc- 
tion of consumers’ goods also rose, al- 
though, of course, not nearly as steeply, 
from 77.7 to 113.8 during the same pe- 
riod. Thus, by employing all of her 
resources and exploiting them to the 
fullest possible extent, Germany, start- 
ing virtually without any armaments, 
succeeded in creating within six years 
what was perhaps the world’s most 
formidable military machine, costing 
more than Rm.90,000,000,000. 

Interestingly enough, Germany ef- 
fected this tremendous expansion in her 
armaments without depressing the 
standard of living of her population. 
In some directions there even occurred 
an improvement in the standard of liv- 
ing. ‘The index of real wages of the 
German worker actually rose from 100 
in 1936 to 109 in 1938. But the greater 
portion of this gain was lost, as a re- 
sult Sf the sharp rise in taxes, the 
pressure from the Government for 
“voluntary” contributions to various 
subscription funds, and the deteriora- 
tion in the quality and the reduction in 
the variety of German products. The 
consumption of butter increased from 
7.5 kilograms per capita in 1932 to 8.8 
kilograms per capita in 1938. At the 
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Goebbels* was wrong in 1936 when he 
puf forth the slogan “guns instead of 
butter.” He should have said, “guns 
and butter, too," for such was the ac- 
tual effect of the country's increased 
armament activity,’ at least during the 
prewar period. E 

This favorable development, however, 
continued only to the end of 1938. 
Thereafter, practically every branch of 
German industry and agriculture was 
operating at full capacity,* with the re- 
sult that further increases in arma- 
ment production could be obtained only 
through retrenchments in nonmilitary 
production and the lowering of the 
standard of living. 


BRITISH, FRENCH, AND RUSSIAN 
REARMAMENT 


Great Britain was in the trough of 
depression in 1938, when she started 


$ For substantiation of this conclusion see: 
Bruce Bliven, "Preparedness: the Lesson of 
Germany," The New Republic, November 11, 
1940; Colin Clark, The Conditions of Eco- 
nomic Progress (L8ndon: The Macmillan 
Company, 1940), p. 5; G. D. H. Cole, “The 
Economic Consequences of War Preparation,” 
in Dêre We Look Ahead (New York: The 
Macmillan Company, 1938); Norman Crump, 
“The Economics of the Third Reich,” Journal 
of the Royal Statistichl Society, Part II, 1939; 
C. W. Guillebaud, The Economic Recovery of 
Germany, 1933-1938 (London: The Macmil- 
lan Company, 1939), p..268; Jürgen Kuczyn- 
ski, The Condition of the Workers in Great 
Britain, Germany, and the Soviet Union, 
1932-38 (London: Victor Gollancz, 1939); 
Gustav Stolper, The German Economy, 1870- 
1940 (New York: Reynal and Hitchcock, 
1940); John C. de Wilde, “Germany’s Con- 
trolled Economy,” Foreign Policy Reports, 
March 1, 1939; and Hans Staudinger and 
Fritz Lehmann, *Germany's Economic Mobi- 
lization for War," Economic Record (National 
Industrial Conference Board), Vol. II, No. 18 
(1940). : 

4See Stolper, of. cit. p. 271, and Guille- 


baud, of. cit., p. 268. 
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, her belated intensive rearmament pro- 
gram. This program had an immediate 
salutary effect on general business con- 
ditions. The index of activity in pro- 
ducers’ goods industries jwmped from 
119.6 in 1938 to 127.7 during the first 
three months of 1939, While at the same 
time the index of consumers’ goods in- 
Qustries rose from 122.8 to 130.7. In 
all probability, both indices continued 
their upward trend during the remainder 
of the year. Unemployment fell from 
12.6 per cent in 1938 to 10.3 per cent in 
1939. The index of real wages rose 
from 110 in 1937 to 113 in 1938. It 
is significant that in Great Britain, too, 
the expansion of the armament txpendi- 
tures, having started at a time when in- 
dustry was operating at partjal capacity, 
produced during the prewar period a 
rise rather than a decline in the stand- 
ard of living. 

In France, *bad business conditions 
and extensive unemployment persisted 
almost to the very outbreak of the war. 
The increase in armament expenditures 
from  Fr.11,200,000,000 in 1934 to 
Fr.19,000,000,000 in 1937 was not suffi- 
cient to alter materially this situation. 
The increases of 1938 and 1939 came 
too late to be effective. By keeping 
down her armament expenditures during 
the prewar period, France avoided ma- 
terial increases in her budgetary deficits, 
but, on the other Hand, she also per- 
petuated thereby the idleness of her la- 
bor and capital, and left uncorrected the 
existing weaknesses in her military or- 
ganization. As a result, she entered the 
war inadequately armed and thereby 
brought upon herself a quick and hu- 
miliating defeat. 

Soviet Russia accomplished her great 
armament program simultaneously with 
a program of industrialization. In fact, 
the two programs were inextricably 
mixed. The Government consistently 
endeavored to maintain all the resources 
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‘of the AGER ' fully employed at all 
times, either in the one or the other type 
of production. The effect of the two 
programs, and especially the military 
one, was to cause producers’ goods in- 
dustries to expand at a more rapid rate 
than consumers’ goods industries. Thus, 
whereas the index of production of pro- 
ducers’ goods industries rose from 183.2 
in 1931 to 509.5 in 1937, the similar in- 
dex for consumers’ goods industries rose 
during the same time from only: 141.2 
to 311.0. Unfortunately, the corre- 
sponding indices for later years than» 
1937 are not available at this moment. 
However, the provisional index for total 
production shows a continued upward 
trend after 1937. 

The lack of indices of prices, costs of 
living, and real wages makes it difficult 
to determine in an authentic way the 
effects of the armament and industrial- 
ization programs on the standard of liv- 
ing of the Russian people. It is gen- 
erally agreed, however, by reliable 
students of Soviet economics that the 
standard of living of the Russian peo- 
ple did not drop during the decade of 
the thirties but, on the contrary, prob- 
ably rose. The volume of output of 
consumer goods has increased despite 
the rise in armament expenditures, but 
this increase in the volume of consump- 
tion goods has gone mostly to sustain 
the 25 per cent rise in the population 
of the country over the past ten years. 


' REARMAMENT IN JAPAN AND ITALY 


Japan's vast armament program 
launched in 1931 probably has been the 
dominant force in that country's sharp 


$ See “Cost and Standard of Living in the 
Soviet Union,” signed L. G. H., Contempo- 
vary Russia, Autumn 1937, p. 6; Colin Clark, 
A Critique of Russian Statistics (New York: 
The Macmillan Company, 1939), p. 41; The 
International Labour Review (Geneva), Feb- 
ruary 1940, p. 196. 
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nee recovery. It "also nis helpece 
to bring about a more fully rownded 
economy by prompting farmers to di- 
versify their crops and by stimulating 
the developmen? of a number of new 
industries. As in the case gf Soviet 
Russia, the Japanese rearmament pro- 
gram was combined with a program of 
industrialization. Accordingly, here, too, 
we find that the increase in the produc- 
tion of producers! goods was by fax more 
rapid than the increase in the production 
of consumers! goods. "These tendencies 


«became accentuated with the expansion 


of Japan's military activity in 1937. 
The index of producers’ goods industries 
rose, rather phenomenally, from 91.3 in 
1931 to 302.7 during the second quarter 
of 1938, while the index for consumers’ 
goods industries rose from 100.1 in 1931 
to only 154.9 in 1937, and, quite signifi- 
cantly, dropped after that to 140.1 by 
the middle of 1938. This decline in the 
production of consumers! goods, as well 
as a drop in unemployment to 3.0 per 
cent by 1938, clearly indicated that Ta- 
pan was fast approaching a condition of 
full utilization of her resources and that 
further increases in the production of 
armaments could be obtained only by 
curtailments of civilian consumption. 
The rise in the price level by about one- 
third which had taken place between 
January 1937 and the outbreak of 
World War II likewise pointed in the 
same direction. 

The increase in the production of 
consumers’ goods, as well as the rise in 
employment, accompanying the expan- 
sion df the output of armaments and 
other producers’ ggods during the pe- 
riód 1931 to 1938 served to raise the 
standard of living of the Japanese popu- 


9 Elizabeth Boody Schumpeter, “Japanese 
Economic Policy and the Standard of Liv- 
ing," Far Eastern Survey, January 19, 1938, 
pp. 13, 18. 
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lation. A recent study of the changes | 
in the standard of living of the Japanese 
people showed that the total real earn- 
ings of te workmen increased substan- 
tiafly from 4931 to 1937, inclusive. A 
part of this increase, however, was 
shown to be dué to the lengthening of 
the working day.’ 

Italy is an example of a country start- 
ing on a program of expansion of arma- 
ments, and even extensive war activity, 
with a rather inadequate industrial de- 
velopment, a lack of essential raw mate- 
rials, and low productivity of agricul- 
ture. She was compelled to obtain the 
materials requisite for her armament in- 
dustries* from abroad, offering in ex- 
change mainly agricultural products, 
inasmuch as her industries had rela- 
tively few goods to offer for export pur- 
poses. Since the prices of the materials 
required by her were contigually rising 
in the world market while those of 
agricultural products continued in a 
depressed state, Italy purchased her 
imports on progressively more dis- 
advantageous terms. She was there- 
fore greatly handicapped in obtaining 
the materials necessary for her arma- 
ment industries arl in maximizing her 
industrial production. The index of her 
prodyction of producer goods rose rela- 
tively moderately from 75.5 in 1932 to 
117.0 in 1938, and the index of her 
production of constimer goods rose from 
68.1 in 1932 to 94.4 in 1937, declining 
during the succeeding year, however, to 
92.9. Italy was able, therefore, to 
maintain her increased armament ex- 
penditures only by curtailing civilian 
consumption.? 

The armament expenditures in the 
United States and Canada prior to 1940 
have been so small thet they could not 


4 Ibid. p. 14. 

3 Wiliam T. Stone, “Economic Conse- 
quences of Rearmament," Foreign Policy Re- 
ports, October 1, 1938, p. 163. 


36 


: possibly exert any influence upon in- 
dustrial- production and employment. 
However, the sharp increases in these 
expenditures in both countries during 
the' present year have had immediate 
and substantial favorable effects upon 


employment and industrial production* 


therein. 


T CONCLUSIONS 


It has been shown in this survey that 
countries like the United States and 
Canada, which felt themselves to be 
secure against aggression, spent on arm- 
aments before the second World War 
less than 2 per cent of their national 
income, while others, like Germany, 
Soviet Russia, Japan, and Great Brit- 
ain, which either expected to be ag- 
gressors or else the victims of aggres- 
sion, raised their armament expenditures 
before the war to amounts exceeding 10 
and in some @ases even 30 per cent of 
their national incomes. 

These latter countries succeeded in 
expanding their outlays for armaments 
to such huge dimensions, in the main, 
by following a double-barrel policy in- 
volving the maximization of their na- 
tional income as weM as the application 
of an increasing proportion thereof to 
the production of armaments. Ip em- 
barking upon programs of extensive out- 
lays for armaments, the governments of 
these countries pursted at the very out- 
set policies designed to employ all their 
productive resources in economic activ- 
ity of one kind or another. Instead of 
allowing resources which could not be 
immediately employed in the production 
of armaments to lie idle, these coun- 
tries sought to bring about their employ- 
ment, for the time being at least, in the 
nonarmament imdustries. They suc- 
ceeded in a fair way in their endeavors, 
bringing about greater efficiency in in- 
dustry generally, a material increase in 
the national income, an improvement in 
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ethe morale of the workers, and, conse- 
quently, an extraordinary acceleration 
in the production of their armaments. 
Large as their outlays for armaments 
were, they entailed for a time little if 
‘any sacwifices of consumption for the 
population, inasmuch as they involved, 
in the main, the use of resources which 
were lying idle and going to waste and 
only to a moderate degree a diversion of 
resousces from existing productive uses, 
and also inasmuch as they stimulated 
productive activity generally. 

Ultimately, a point was reached iw 
the armament programs of practically 
all of these countries where nearly all 
of their resources were employed in 
some form of production. At such time 
it became necessary for the governments 
of these countries to modify their eco- 
nomic policies in a way to encourage a 
shift in the employment of resources 
from nonarmament industries and to 
lower the standards of living of their 
populations, since in this way alone a 
further expansion in the production of 
armaments could be realized. This shift 
was accomplished everywhere, with the 
aid of appropriate controls, with rela- 
tive ease. 

The experiences of the countries 
which thus succeeded in expanding their , 
armament outlays with extraordinary 
dispatch seem to indicate, therefore, 
that the effective accomplishment of a 
great armament program requires on the 
part of the government the pursuit of 
policies looking to the maximum pos- 
sible increase in the national income 
generally, as well as the application of 
an increasing portion thereof to the pro- 
duction of armaments in particular. 

In framing a policy for the effectua- 
tion of its present great program of in- 
creased outlays for armaments, the 
United States might well consider the 
aforementioned successful experiences 
of the foreign countries mentioned and, 


ARMAMENT EXPENDITURES IN PRINCIPAL CoUNTRIES 37 
t ; 

similarly, proceed to b apport increases ing, in the production of her consumer 

in the production of her armaments with goods and in her national income gen- 

appropriate increases, for the time be- erally. 

. 

* Paul Studenski, Ph.D., is professor of egonomics at 
New York Uniwersity, New York City. He is con- 
sulting economist to the*Temporary Natiónal Eco- 
nomic Committee and the Social Security Board, and 
has also served in that capacity to the National Re- 
sources Committee, the New York State Commission 
for the Revision of the Tax Laws, and various other 
Federal, state, and municipal agencies. He is author 
of “Teachers’ Pension Systems" (1921), “Public Bor- 
rowing” (1930), “Government of Metropolitan Areas” 
(1930), “Chapters in Public Finance’ (1932 and 
1934), “Taxation and Public Policy” (1936), “Stock 
Transfer Taxes” (1940); and editor of “Government 
Finance in the Modern Economy” (THE ANNALS, 
January 1936). e i 
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„By TrP»oN R. SNAVELY 


Y AND large, writers of the Classi- e istence of the state depends upon ade- 


cal school of economics gave scant 
treatment to the theory of public ex- 
penditures. For reasons which seemed 
adequate, they focused their attention 
on the nature and economic effects of 
taxation, a field which they explored 
widely in its various theoretical aspects. 
In the frst place, the Classicists found 
it more difficult to bring the subject of 
public expenditures within the, frame- 
work of their analysis of value and 
price; while in the second place, they 
believed that the scope of expenditures 
should be limited to those functions 
which were of vital importance to the 
existence of the, state. In the latter half 
of the nineteenth century, the Austrian 
school of economists held that the prob- 
lem of expenditures is simply one aspect 
of the theory of value. Today we 
should undoubtedly agree with Profes- 
sor Colm that “the study of public ex- 
penditures is equal in, importance to the 
study of taxation." ? 


PROTECTION AGAINST FOREIGN 
INVASION 


There is one function of government, 
however, which the Classicists did not 
fail to stress in their treatment of ex- 
penditures—namely, that of national 
defense. Of the three duties of the sov- 
ereign posited by Adam Smith, the first 
was that of “protecting the Society from 
the violence and invasion of other inde- 
pendent Societies.” Since the very ex- 


e 
1 See, for example, F. von Wieser, Natural 
Value (English translation by C. A. Malloch, 
1893), p. 218. 
2 Gerhard Colm, “Theory of Public Ex- 
penditures,” THE ANNALS, 183 (January 1936), 
p. 1. 
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quate protection against foreign attack, 
few if any writers could be found who 
would not give first place to "protection 
against invasion from "without" .as a 
functión of government. 

With the fall of France and Gilet 
European nations, the people of the, 
United States were shocked into con- 
sciousness of the dangers of actual in- 
vasion. It became evident at last that 
the application of newer techniques in 
warfare made obsolete in large part the 
familiar methods of the previous World 
War, and that we were far outdistanced 
by the Axis powers in the mechanization 
of our armed forces. Furthermore, 
since 1933, the economy of the German 
people has been directed with a single 
purpose toward aggressive attack. It 
has been estimated that, when trans- 
lated in terms of the purchasing power 
of the dollar, Hitler spent for the army, 
navy, and air force during the six years 
preceding this war, from fifteen to eight- 
een billion dollars annually. This may 
be compared with the normal expendi- 
ture in the United States of approxi- 
mately one billion dollars. During the 
past year the resources at Germany's 
command have been greatly expanded 
and the factories of the conquered Euro- 
pean countries are being geared to the 
production of armaments. 

We are thus confronted with the grim 
reality that Great Britain is the last line 
of defense of the American continents. 
There is no surer fact than that victory 
by the Axis powers would feed upon it- 
self and that the Western Hemisphere 
would in turn come under German dom- 
ination. The control of raw materials, 
the course of banking and finance, and 
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the pattern of torem trade would all 
be turned to the advantage of Germany. 
. Early in 1940 the regular estimates 
for our Army and Navy were increased 
to approximately two billion dollars. In 
the summer and fall, supplemental ap- 
propriation bills were passed which* 
carried large additional outlays and 
'contract authorizations for national de- 
fense. The appropriations and author- 
izations made by Congress were as fol- 
lows: 


Cash eieren $ 8,425,588,338.86 
Contract authorizations .. 3,877,132,009.00 
Naval construction ....... 4,615,000,000.00 

Total sii es ee CREAR $16,917,720,347.86 


The first category includes defenses 
appropriations actually provided for in 
cash during the fiscal year 1941. It in- 
cludes the regular appropriation for the 
Army and Navy and various defense 
supplemental appropriations, Within 
this fund also is an item of six or seven 
hundred million dollars for the expan- 
sion of plants both public and private, 
as well as substantial amounts for hous- 
ing which were made subject to the 
approval of the President. The second 
heading simply consists of contract au- 
thorizations made but for which no 
funds have as yet been appropriated. 
These are to be made available by Con- 
gress next year (1942) as construction 
is carried out and goods are delivered. 
Most or all of the contracts authorized 
are to be liquidated in 1942. The con- 
tracts authorized for naval construction 
are designed to provide a two-ocean 
navy*and are being negotiated to cover 
a period of five om six years. The com- 
pletion of this program will give the 
United States a total of 645 fighting 
ships, comprising 32 battleships, 18 air- 
craft carriers, 85 cruisers, 325 destroy- 
ers, 185 submarines. 

Are there governing principles which 
should obtain in the expenditure of 


* 


these vast sums of money? If so, is 
it possible to formulate these principles 
in blueprint form, or in such a way that 
they may serve as criteria for the Fed- 
era] agencies. involved? Answers to 
these questions obviously must be made 
with full regard to the critical emer- 
gency which now exists. Time is of the 
essence, and preservation of the state 
with its best ideals and traditions is the 
first duty of its citizens. 

'The responsibility for general policies 
of government rests on the elected offi- 
cials—the President and members of 
Congress. Since, while in office, they 
represent the will of the electorate, it 
must Be assumed that the appropriation 
acts for defense are in accord with the 
public will Yet, it should be observed 
that the principles which pertain to pub- 
lic expenditures are not to be construed 
as applicable only when the appropria- 
tion bills have been paSsed. In part at 
least, such principles are effective from 
the time that estimates are prepared for 
embodiment in appropriation bills. 
Three broad principles may here be 
considered: (1) The Bureau of the 
Budget should exercise the closest pos- 
sible care and scfutiny in the prepara- 
tion of estimates. (2) The Bureau of 
the «Budget and all responsible officials 
should supervise carefully the expendi- 
ture of funds by departments and 
agencies of govefnment. (3) Efficient 
safeguards should be maintained through 
the auditing of accounts to insure that 
expenditures are made in accordance 
with law. 


PREPARATION OF ESTIMATES 


We may note first the significance of 
these principles in the normal operation 
of the Federal financial system. Once 
the general policies of government have 
been determined, it then devolves upon 
the Bureau of the Budget to carry out 
these policies in the preparation of esti- 
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mates. It is the function of the execu- 
tive office to prepare them. This func- 
tion, says Mr. E. Hilton Young, 


is the first part of the nation's annial 
financial business to be considered; and it 
is not only the first buteby far the most 
critical. Both in form and substance the 
estimates are the foundation of the whole 
financial structure of government. . . . Ev- 
erything as regards efficiency and economy 
in public expenditures depends upon the 
preparation of estimates.? 


Through its Division of Estimates, 
the Bureau of the Budget is now devel- 
oping techniques which are much supe- 
rior to the methods used in the past. 
As a result of an Executive Order by 
President Roosevelt on August 13, 1940, 
greater co-operation is being achieved 
between the Treasury, the Budget Bu- 
reau, and the Accounting Office. The 
Bureau is now working on the problem 
of standardizing terminology and on the 
requirement of uniform reports. For 
the first time, an effort is being made 
to pull broader considerations out of 
the framework of the budget. It is 
essential that the Division of Estimates 
look at the budget fr8m the standpoint 
of the structure of administrative agen- 
cies, so that the budget staff may, see 
the whole picture of a department as 
clearly as anyone in the department 
itself. j 

Thus the Bureau of the Budget, 
which is now set up as one of the offices 
in the executive břanch, is seeking to 
place the entire budget process on a 
more rational basis. Its initial control 
starts in the clearance of requests. 
Some items come in the form of lump- 
sum appropriations and do not require 
as close inspectione as do others. Such 
an item is interest on the public debt. 
Some funds require allocation by the 
President, in which case the Bureau 


3 E, Hilton Young, The System of National 
Finance (London, 1924), p. 22. 
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Submits requests to him and there fol- 
lows & discussion of plans and objec- 
tives, the program to be followed, and 
how the funds are to he administered. 
But the effectiveness of the budget ma- 
chinery has been greatly enhanced un- 


"der the Executive Order requiring a 


closer delineation of the functions of 
each agency and comprehensive finan- 
cial reporting. e 

In regard to the second principle 
listed above, it need only be said that 
each department and agency should be 
supervised and checked constantly to 
make certain that its funds are spent 
efficiently and economically. ' Under the 
newer concept of the budget function, 
there was and is being developed a 
*method of control of Federal expendi- 
tures. The money appropriated is ap- 
portioned quarterly by the Bureau oí 
the Budget. Reports of obligations in- 
curred must be made at the end of each 
month. If in the judgment of the Bu- 
reau it becomes desirable to hold hear- 
ings on the expenditures or obligations 
of a particular agency, hearings are 
called and the result may be a change 
either up or down in the amount of 
subsequent expenditures. The whole 
apportionment may be reduced. When 
it becomes apparent that the amount 
of monthly obligations is about to ex- 
ceed the apportionment, an inquiry is 
made at once. A serious difficulty in 
this procedure arises in some depart- 
ments. It is very difficult, for example, 
to apply a system of encumbrances and 
allotments in the operation of a battle- 
ship. : 


AUDITING TH ACCOUNTS 


In the third place, the use of proper 
auditing and accounting devices is vital 
to the efficient functioning of the finan- 
cial system. As one writer has said: 
“In no particular does government so 
much resemble a business as in the mat- 
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ter of its accounts.” 4 Uniform dc- 


counting makes possible the to-ordi-. 


nation of the far-flung departmental 
systems and thereby the establishment 
of necessary controls. The work of 
auditing is no less importatt, since' it 
involves the independent examination 
of the accounts of officers for “legality, 
regularity, and accuracy.” Although 
the authority. of the Comptroller-Gen- 
eral bears no relation to the question of 
the wisdom of given expenditures, it en- 
tails responsibility for “verifying the 
legality of expenditures” and for “pre- 
scribing systems and procedures which 
will fix the personal responsibility of 
government officers.” ? 

So much for the operation of the 
broad principles of expenditure control 
as stated above. What about their ap- 
plication in times of a grave emergency? 
Since the collapse of France, the situa- 
tion has been one to require topmost 
speed in the preparation of estimates, 
the passage of the supplemental appro- 
priation acts by Congress, and the draft- 
ing and negotiation of thousands of 
contracts for the building of ships, the 
construction of fortifications, the erec- 
tion of cantonments, houses for workers, 
the manufacture of airplanes, tanks, 
armored cars, cannon, machine guns, 
bombs, shells, and countless other things 
` incident to mechanized warfare. Simi- 
larly, contracts have been let for the 
procurement of vast quantities of provi- 
sions and supplies. The difficulties 
which would be confronted in normal 
times are greatly accentuated under the 
pressure of high speed. Even the fac- 
toriés needed to produce much of this 
material have yes to be constructed and 
equipped. 

4H. C. Adams, The Science of Finance 
(New York, 1899), p. 210. 

5 For a good discussion of the work of the 
General Accounting Office, see Daniel T. Selko, 
The Federal Financial System (Washington: 


The Brookings Institution, 1940), especially 
Chap. XXVI. 


BUDGET PROCEDURE FOR ARMY 
AND NAVY 


. Naturally then, as regards defense 
work, the usual budget procedure has 
had to be temporarily modified. Con- 
trol from a budget standpoint is not as 
vital for the moment. The precision 
and scrutiny normally employed could 
not be used in the preparation of esti- 
mates for the supplemental appropria- 
tion acts. For years Congress has been 
accustomed to write detailed restrictions 
into its appropriation bills. In doing 
so, Congress does not grant to admin- 
istrative agencies freedom and flexibil- 
ity té shift funds from one project or 
sphere of action to that of another. 
Hence im the preparation of estimates 
for defense, the Army and Navy De- 
partments made due allowance for such 
restrictions. ‘There were many hidden 
expenditures for flexile uses. Conse- 
quently, in the Army and Navy appro- 
priations, surpluses may be found to ex- 
ist as contracts are completed and sup- 
plies purchased. President Roosevelt 
was given a free fund of $100,000,000 
in cash and another $100,000,000 for 
contract authorfzations. These funds 
are to make more flexible existing pur- 
poses. The Advisory Defense Commis- 
sion has found its plans balked upon 
occasion for lack of available expendi- 
tures. The defense work should not be 
jeopardized by possible obstructions of 
this nature. : 

On this point, Representative Wood- 
rum, Chairman of the House Appropri- 
ations Subcommittee, recently issued a 
statement to the press in which he said 
that many of the appropriations enacted 
for the Army, the Navy, and for defi- 
ciency purposes, were made on faith. 
He asserted: 


'The departments had no way of making 
more than an intelligent estimate. In 
many instances, I believe we were too lib- 
eral, but quick action was necessary and 
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ye.had to be guided by the recommenda- 
tions of the men charged with the program. 
Substantial savings can be realized by with- 
drawing surpluses in such approfriations 
' and seeing to it that no such syrpluses afe 
diverted to purposes for wHich they were 
not intended. This offers 3 fertile field for 
important savings, and in addition to the 
financial end, we have got to see that we 
are getting a dollar's worth for every dollar 
spent? 


It is manifest too that by their very 
nature the Army and Navy are less 
amenable to rigid budget procedure 
than most government divisions. The 
designs of planes, tanks, guns, and the 
like, are changing so rapidly that it is 
difficult to reach final decisions. The 
Army has its own finance division. ,Na- 
val. expenditures are difficult to bring 
within the full scope of the budget. 
What the Nayy plans and goes ahead 
with, depends peimarily upon the will 
of the President. 

The supervision of defense expendi- 
tures is all-important. Responsibility 
for carrying out the defense program 
has fallen primarily on the War and 
Navy Departments. ` Both of these De- 
partments are far better organized now 
than they were during the first World 
. War and the staffs of both Departments 
have been substantially reorganized and 
expanded since last year. In addition, 
several : 


emergency agencies have been created not 
only to facilitate the procurement of muni- 
tions and supplies, but also to facilitate the 
planning and co-ordination of the activities 
of all of the agencies of the Government as 
they relate to defense.’ 


The most important of these agen- 
cies is the National Defense Advisory 


9 Associated Press dispatch, December 4, 
1940. 

7 Joseph P. Harris, “The Emergency Na- 
tional Defense Organization,” Public Admin- 
istration Review, I, No. 1 (Autumn 1940), 
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Cbmmission consisting of seven mem- 
bers. The Secretary of this Commission 


‘is also head of the Office of Emergency 


Management—the sixth division of' the 
Executive Office of the President. An- 
other officiel who holds a highly respon- 
*sible position is: the Co-ordinator of Na- 
tional Defense Purchases. He works 
closely with the Advisory Commission 
and the Joint Munitions. Board of the 
Army and Navy for the purpose of 
studying priorities, effecting efficiency 
and economy in purchasing, planning 
future needs, keeping statistics, and 
rendering many other services. 


PROTECTING THE PuBLIC INTEREST 


One of the central problems in this 
avork of co-ordination and supervision is 
to prevent waste and extravagance and 
to safeguard the public interest. -Large 
fortunes were made in the first World 


War under the cost-plus basis of letting 


contracts. Protection against exploita- 
tion is being sought now by letting con- 
tracts on the basis of cost plus a fixed 
fee, the amount of which must be rea- 
sonable. 'The corporation excess profits 
tax is imposed on a graduated scale 
ranging from 25 per cent on the first 
$20,000 of excess profits to 50 per cent 
on such profits exceeding $500,000. 
Various methods are used in negotiating 
contracts. First, contracts may be let 
to plants owned and operated by the 
Government, or second, they may be 
made to private firms. In the latter 
case, if expansion of the plant is neces- 
sary, a plan of amortization covering a 
period of five years is allowed, following 
which future disposition of the dmor- 
tized plant will be made by the Govern- 
ment. In the third place, contracts may 
be made to firms which are financed by 
the Reconstruction Finance Corporation 
and its special defense subsidiary. 

What measures are being taken to in- 
sure efficiency in the awarding and ful- 
fillment of contracts? How can it be 
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known that costs will not be unnece$- 
sarily pyramided as they were *in the 
first World War? Is it possible to avoid 
logrolling and political maneuvering in 
the assignment of contracts and in the 
location of plants? Whilee inevitably 


some controversy, overlapping, and con-° 


fusion must arise in a vast organization 
(all government agencies are organized 
to assist in promoting defense activities) 
that is working at full pressure, the ma- 
jor lessons of the first World War have 
been taken to heart and the mistakes 


will not be repeated. The program asa. 


whole is set on a higher level. 

The various supply arms of the serv- 
ice have been given sums of money— 
earmarked for independent bank ac- 
count. There is a certain amount of 
interchange. A summary of a proposed 
contract by the Army or Navy comes to 
the Advisory Defense Commission and 
is referred to one of the members. The- 
oretically, contracts should come before 
the whole Commission, but this has not 
been found practicable. It must be cer- 
tified by the Commission, and independ- 
ently by the Secretary of War or the 
Navy that the contract is so drawn as 
to protect the public interest, that is, 
that the cost and fee are reasonable. 
Each member of the Defense Commis- 
sion and the Co-ordinator has a staff of 
specialists to provide information. The 
Commission maintains a Bureau of Re- 
search and Statistics whose function it 
is to supply factual material, to locate 
potential shortages of industrial capac- 
ity, and to keep books on defense activi- 
ties. A Priorities Board has been ap- 
poinfed to relieve bottlenecks which 
arise between degense and civilian de- 
mand for scarce commodities. The Bu- 


reau of Labor Statistics has provided 
information concerning the allocation of 
contracts in relation to unemployment. 

As tite goes on, a greater effort will 
be made to jmprove the machinery of 
inspection, auditing, and accounting. 
Carefully devefoped cost systems have 
not been installed by all agencies, and 
those that are in use may not be suit- 
able for a private contractor. An effort 
is being made to get to the root of the 
whole problem of costs and standards. 
Only by this means can it be learned 
whether the procedures are right, how 
good or bad is the job done, whether 
management is efficient and of high 
quality, and whether the quantity of 
management is too thinly spread. The 
Bureau of, the Budget likewise has been 
initiating work of inspection and stand- 
ardization of costs and procedures. A 
cold-blooded analysis of the whole busi- 
ness of defense requires uniformity in 
the techniques of accounting and cost 
computation, as well as in auditing and 
the preparation of reports. 

Various controls should be placed in 
readiness to forestall public injury from 
price inflation. The Advisory Commis- 
sion ought not *o look kindly toward 
business firms which may try to prof- 
iteer from the sale of raw materials. 
Strong efforts should be made to con- 
serve social gains in higher wages and 
better living contlitions. Finally, blue- 
prints should be prepared for the role 
of government in the economy when the 
defense program comes to an end. The 
national income may quickly rise to a 
level which will make it possible to bal- 
ance the Federal budget. But the Gov- 
ernment should set its house in order for 
whatever emergency may arise. 


Tipton R. Snavely, Ph.D., is professor of economics 


at the University of Virginia, Charlottesville. 
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the author of various monographs and articles in eco- 
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: A General Appraisal of tHe Federal Tax System 


By FRED ROGERS Pcs 


HE urgent problem of — de- 

fense is right now directing special 
public attention to the subject of taxa- 
tion. Such attention is by no means 
confined to those who may be consid- 
ered to have that authority that comes 
from expert study or practical expe- 
rience. Today we are all concerned 
about taxes. This is as it should be. 
At the same time it is only natural that 
there should be abroad in the land some 
superficial and erroneous notions about 
taxation, particularly as to its relation 
to our present problem of national de- 
fense. And since taxation is bound to 
perform a vital role in the defense pro- 
gram, it would be a serious matter if 
“mistaken ideas should cloud our think- 
ing or direct ou» feet along false paths. 


Dors AMERICA HAVE A TAX SYSTEM? 


First of all there is the impatient 
statement, which emerges sooner or later 
whenever the defects of our tax system 
are under discussion, to the effect that 
America “has no taxesystem,” only a 
hodgepodge of taxes—Federal, state, 
and local—which are not the result of 
any deliberate planning but, like Topsy, 
“just growed.” Of course these are not 
the utterances of those who are well in- 
formed about American taxes, either as 
students or as official administrators. 
But superficial thofigh this notion be, 
it may nevertheless be dangerous if per- 
mitted to guide the course of tax reform 
or shape a tax program to contribute to 
national defense. 

The fact is we very definitely do have 
a tax system in these United States of 
America. It is not perfect; it has its 
many and glaring defects. But it is not 
the chaos of unrelated taxes which some 
would have us believe. 

The roots of the American tax system 


go back to our colonial’ experience, or 
even further, to the British tax system, 
ewith which the early colonists were fa- 
miliar. It was revamped in the Consti- 
tution of the United States in order to 
adapt it to the new federal form of gov- 
ernment which was then established. 
From that time to the present the tax 
system has been undergoing a process of 
change and development. To say that 
this system was not planned but “just 
growed," meaning that at no recent time 
has there been a conscious construction 
of a tax system de novo and in toto, is 
only to state the truth. But what broad 
human institution was ever thus born 
full grown, like Venus from her ocean 
waver To say that the American tax 
system “just growed” is indeed only to 
remind us of the normal process of evo- 
lution, by which all human institutions 
develop through changes required to 
adapt them to the changing social en- 
vironment. Our American tax system is 
definitely the result of such an evolu- 
tionary growth—a continuous adapta- 
tion to our peculiar American condi- 
tions. 

To say that in this process of “just 
growing” there has been no planning is 
of course plain untruth. At every stage 
in this long development, from the first 
colonial tax laws to the legislation en- 
acted by Congress and the states in the 
year 1940, there has been planning. Of 
course not all was wise or wholly public 
spirited, or utterly free from selfish* bias. 
What would you expegt? But there has 
been planning—much of it expert plan- 
ning and public-spirited planning. Into 
the development of the American tax 
system there have gone the expert study 
and the hard work of a host of able and 
conscientious men and women—aca- 
demic students, official tax administra- 
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tors, accountants, lawyers, legislators 
and taxpayers. To say that the.result 
is just a planless hodgepodge is an in- 
sult to thousands who have thus con- 
tributed. What*is worse, it gives counte- 
nance to other corollary fallacies that 
may be equally dangerous. 

Such for example is the commonly 
expressed dictum that, before anything 
really constructive can be accomplished 
in the field of taxation, the American 
tax system must be “completely over- 
hauled.” Now this might mean only 
that, in examining the tax system as to 
its ability to meet the demands of na- 
tional defense, the whole system should 
be considered as a unit. This is good 
sense. But I suspect that, as the plea 
for complete overhauling is more com- 
monly made, it means something dif- 
ferent. Is it not rather the natural 
corollary of the other notion which I 
have been discussing? If we have no 
tax system at all, only a chaotic hodge- 
podge, then obviously that which we 
have needs a complete overhauling. 
But if the original proposition is false, 
then the corollary falls. And I think it 
does. What our tax system needs is 
not a complete overhauling in this sense 
but a detailed revision, based on pains- 
taking analysis and careful testing of 
the several parts of the system. Some 
of such required revisions might, for all 
we know, prove to be pretty drastic. So 
be it. But we would still be building on 
what we have, not throwing everything 
into the discard. 


Co-ORDINATION oF FEDERAL-STATE TAX 
SYSTEMS 


€ 

This brings me to another corollary 
which is on people's mouths a good deal 
of late and which I think is equally de- 
serving of critical appraisal. We are 
told that there is at present “no co- 
ordination" between the taxes imposed 
by our three grades of government— 
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Federal, state, and local—and that the 


introduction of such co-ordination is a° 


part of that complete overhauling which 
our “sotcalled tax system” requires. 
Sdme who do not go quite to this ex- 
treme still insist that such co-ordination 
as we have is grossly insufficient or im- 
perfect. 

That there actually is co-ordination 
between our Federal and state tax sys- 
tems is a fact that no informed person 
can possibly overlook. "The nature of 
this co-ordination and the questions it 
presents— particularly its relation to the 
present problems of financing prepared- 
ness—are, I think, not altogether under- 
stood by the general public. These 
matters need to be understood in order 
that we may face our present crisis in- 
telligently.” 

When after the War of the Revolu- 
tion the American people finally faced 
the issue of establishing a ‘real national 
government, they had of necessity to 
work out a plan of co-ordination be- 
tween the finances of the new national 
government and the states. Such co- 
ordination was incorporated in the Con- 
stitution of the United States. And it 
is surprising how Jittle change has been 
made in the basic features of this co- 
ordination down to the present day. 
Without attempting a complete account, 
may I merely list some of the most im- 
portant features of the existing co-ordi- 
nation between the national and state 
tax systems? 

The National Government has exclu- 
sive authority to levy duties on imports 
(tariff) and taxes burdening interstate 
commerce. Neither grade of govern- 
ment may lay duties on exports. Di- 
rect taxes imposed by the Federal Gov- 
ernment must be so,arranged that the 
yield from the separate states shall be 
in proportion to their respective popula- 
tions. Indirect taxes of the Federal 
Government must be uniform through- 
out the United States, this restriction 
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being interpreted as requiring only geo- 
‘graphical uniformity. 

The states, on the other hand, in con- 
senting to the establishment of a SOV- 
ereign national government, „had to &c- 
cept some restrictions upon their taxing 
powers. They may not levy tariff duties 
on exports or imports or any tax bur- 
dening foreign or interstate commerce. 
Treaties of the National Government 
take precedence over state tax laws. 
The tax laws of any state may not im- 
pair the obligation of contract, nor dis- 
criminate against citizens of other states, 
nor take property without due process 
of law, nor “deny to any person within 
its jurisdiction the equal protection of 
the laws.” Although not specifically 
contained in the Constitution, the rule 
that neither grade of government may 
tax the instrumentalities of the other 
grade has developed by judicial inter- 
pretation. i 


CLAsSES OF TAXATION 


If perhaps I may be reminded that 
all this is a matter of common and ele- 
mentary knowledge, the reply is that a 
good deal of it is ignored in much cur- 
rent discussion of the geed of co-ordina- 
tion between Federal and state taxation. 
That is my excuse for reminding the 
reader of this catalogue of constitutional 
co-ordinating provisions and for now 
suggesting that we look a bit more 
deeply into these matters as they have 
worked themselves out in practice. For 
the purposes of the present analysis, we 
may consider six broad classes of taxa- 
tion: tariff, income tax, death taxes, 
internal consumption taxes, property 
tax, and EE taxes. 


Tariff 


As to the tariff “there is, I presume, 
no argument. :That tax must. obviously 
be the exclusive prerogative of the Na- 
tional Government. This is the only 
tax that belongs exclusively to the Fed- 
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aral Government’ barring such excise 
taxes as may impose burdens ‘on inter- 
state commerce. 


Income tax e 
« The incgme tax is the most important 


«tax of the Federal Government, and at’ 


the same time it is employed by some- 
thing more than half of the states. The 
two grades of government do not, how- 
ever, stand on equal terms. There is a 
limit to the tax burden that can be 
placed upon incomes, and of late the 
Federal rates have been pushed so close 
to that limit as to leave only a com- 
paratively narrow margin available to 
the states. The states, though having 
equal sovereign authority, are powerless 


„to challenge the Federal Government's 


supremacy. The reason is that, whereas 
the National Government's tax is not 
affected by geographical considerations, 
no state can impose heavy rates without 
facing the possible migration of its more 
wealthy residents to other states where 
the income tax is not employed or is 
at least more leniently imposed. The 
Federal Government is bound to have 
the upper hand here, and the states 
must apparently be content to take 
what the National Government is 
pleased to leave them. 

Is there need for better co-ordination 
here? Obviously one might suggest a 
limit to the rates of income tax which 
the Federal Government might impose, 
for the sake of preserving to the states 
a more even share of this great tax. 
Actually there has been little demand 
for such change. It is not likely to be 
considered seriously, and I doubts that 
it should be. : 

A different form of co-ordination has 
been actively urged of late. It is pro- 
posed ‘that the crediting device, used 
since 1926 in connection with death 
taxation, be extended to the income tax. 
The effect would be to enable each state 
to enact an income tax and derive a 
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revenue therefrom in to the amount ef 
the Federal credit without thereby im- 
posing any burden upon its own citizens. 
The temptation would no doubt be 
irresistible, and the result would be that 
very soon every state in he Unión 
would have its own income tax, withe 
rates at least high enough to produce a 
revenue equal to the Federal credit. 

The principal motive back of this is 
to secure uniformity among the state 
tax systems. But in so doing we would 
have forced the income tax upon many 
states which had not previously chosen 
to subject their citizens to it. Some 
such states would find themselves with 
incomes beyond the needs of orderly 
and economical government, and waste 
and extravagance might result. We, 
would have added unnecessarily to the 
total burden of taxation of the Ameri- 
can people. I confess I do not appre- 
ciate the alleged advantages of uni- 
formity. Why should not the states be 
free each to determine its own financial 
policy, and if in consequence some states 
are careful and thrifty and so burden 


their citizens more lightly with taxation | 


than their more extravagant sister states, 
is not that as it should be? 

An opposite co-ordinating device 
would deny to the states the right to 
impose income taxes and would return 
a part of the yield of the Federal in- 
come tax to the states according to the 
residences of the taxpayers or the 
sources of the incomes. Such an ar- 
rangement would again promote uni- 
formity among the states. But in addi- 
tion to the objections pointed out in 
connéction with the other plan, this one 
would offer great administrative diffi- 
culties in connection with the appor- 
tionment. It would also go a long way 
toward .depriving the states of such 
financial autonomy as they now possess. 

I think it can fairly-be said that most 
proposals for co-ordination of the Fed- 
eral and state income taxes spring from 
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the desire for more centralization of 
power in the Federal Government. The 
states are today, I believe, threatened 
with a “serious attack upon their sov- 
efeign existence. There are those who 


-would like to see them reduced to small 


administrative departments as was done 
with the constituent states of Germany 
after the accession to power of Hitler. 
The easiest way to bring this about is 
by impairing the financial powers of the 
states. Without independent authority 
to raise a revenue and control its 
finances, no sovereign power can exist. 
My own opinion is that loss of their 
sovereign position by our American 
states would be a disaster of the first 
magnitude. 


Death taxts 


Death taxation is another form of in- 
come at present shared,by the two 
grades of governmen& Death taxes 
have from their beginning in America 
been regarded as belonging to the states. 
Until after the World War, the Federal 
estate tax was regarded as a war emer- 
gency measure. Every state in the 
Union now makes use of the inheritance 
tax or the estate tax or both, and the 
revenue obtained therefrom is substan- 
tial Simplicity and better co-ordina- 
tion would be secured by the Federal 
Government's retiring from this field. 
However on account of the special vul- 
nerability of the state death taxes to 
competitive taxes by other states, there 
may be some argunfent for continuation 
of the F'ederal tax with the 80 per cent 
credit, as it prevailed from 1926 to 1932, 
repealing those additions which have 
been since imposed. 


Internal consumption, taxes 


The general field of internal con- 
sumption taxation is likewise shared by 
both grades of government. The Fed- 
eral Government, from the Civil War to 
the World War, derived half its reve- 
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nue from such taxes. Though their 
relative importance was reduced by the 
introduction of the Federal income tax 
in 1913, the Federal Government's prior 
claim is still undisputed. The oppof- 


tunities of the states are restricted by - 


the constitutional prohibition of taxes 
burdening interstate commerce and by 
the fact that industry can move from 
state to state, which virtually precludes 
the imposition of sales taxes at the point 
of greatest concentration—as is done by 
the Federal Government in its taxation 
of liquor and tobacco—and compels the 
states to rely chiefly upon retail sales 
taxes. The remarkable growth of state 
sales taxes, in spite of these handicaps, 
is one of the striking events of recent 
American tax history since the World 
War, as it is likewise of European tax 
development. The fact is that our Fed- 
eral Government has chosen thus far to 
avoid the field o$ general sales taxation. 
We must not forget however that the 
Federal Government has full jurisdic- 
tion here, and that if it should ever 
choose to go out for a large revenue 
from this source, the states would have 
to acknowledge their inferior position. 


Business taxes * 


I shall only mention business taxa- 
tion. Here the states have taken the 
lead, though they have not progressed 
very far toward a logical and consistent 
theory of business taxation. "Their prin- 
cipal handicap is the prohibition against 
taxes burdening interstate commerce. 
They are limited also by the Federal 
taxes on the incomes and profits of cor- 
porations. But thus far matters have 
not come to a real issue, and I am dis- 
posed to suggest that business taxation 
does not present a problem of co-ordina- 
tion that need be regarded as crucial in 
connection with the immediate defense 
crisis. 

Property tax 
Finally there is the property tax. 


e 

From colonial days to the present this 
has been the greatest of all American 
taxes; its yield has continuously been 
greater than that of any other tax. And 
it is the one source of retenue which is 
the exclusiye possession of the states. 
slhis is the result of the constitutional 
rule requiring that direct taxes imposed 
by the Federal Government be appor- 
tioned among the states according to 
their pqpulation; the property tax is a 
direct tax, and the rule of apportion- 
ment is so unjust that Congress would 
never consider it. The property. tax 
presents no obvious problem of co-ordi- 
nation. Such problem might be raised 
by those who would like to see a con- 
stitutional amendment giving the Fed- 
gral Government access to this source of 
revenue or by those who wish to see the 
burden of the property tax reduced by 
means of even more liberal grants of 
Federal aid. Either program is fraught 
with serious menace to the financial in- 
tegrity and eventually the very sov- 
ereign existence of the states. 

In this analysis of co-ordination I 


have not mentioned the local govern- 


ments. The Federal Government and 
the states are sovereign. The local gov- 
ernments are not. Their tax systems, 
and indeed their very existence, are at 
the disposal of their particular states. 
Having marked out the respective tax 
fields of Federal and state governments, 
each state has authority to determine its 
tax relations with its own local subdivi- 
sions. There are, it is true, some inter- 
esting present problems of co-ordination 
between state and local finance, but 
they do not materially concerm the 
broad problem of financing national 
defense. 

In fact it may appear by now that 
neither do the problems of Federal and 
state co-ordination. With proper quali- 
fications this is, I think, exactly the con- 
clusion that should be drawn. My chief 
purpose in the foregoing discussion of 
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tax co-ordination was*to dispose of twe 
other obtrusive fallacies: that a general 
realignment or fresh co-ordination of 
state and Federal tax relations is a nec- 
essary prerequ&ite to putting our tax 
system on a war-defense basig; and that 
there resides in such new co-ordination e 
a means of strengthening the national 
revenues for defense. Neither notion is 
sound, I believe. There are plenty of 
problems of co-ordination, to be sure. 
They are generally matters of detail, 
highly technical and complex. Their 
solution would not substantially aid in 
our defense program. Nor would it 
release any great new source of revenue 
for defense purposes. Of course the 
Federal Government might conceivably 
increase its revenues by robbing the, 
states. But other taxes would then 
have to finance state and local func- 
tions, or if they died from nonsupport, 
then the Federal Government would 
have to take on the financial burden. 
There is no promise here of any real 
net addition to national resources for 
the purposes of defense. 

I have one more current error to ex- 
amine. This is the notion that there 
is at hand a great reservoir of tax reve- 
nue only waiting to be tapped to pro- 
vide funds for meeting the needs of na- 
tional defense. From a good deal of 
current discussion one might gather the 
impression that what we chiefly need 
now is to steel ourselves to the necessity 
of making sacrifices, of bearing heavy 
tax burdens. Once we have the will, it 
wil be a simple matter to add the bil- 
lions of tax revenue. This is what we 
did ab the time of the World War. We 
must do it again now. Let us see a 
little more precisely what we did in 
1916-20. Then perhaps it will be easier 
to see why we cannot do it again now. 


Tax REVENUES OF THE WoRgLD War | 


In the year 1916 the total of all tax 
collections in the United States (Fed- 
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eral, state, and local) was about two 
and one-half billion dollars ($2,483,- 
000,000). They amounted to about 
$25 per* capita and took about 6 per 
cent of the national income. After the 
war (fiscal year 1920) total taxes were 
nearly nine billions ($8,918,000,000) or 
$84 per capita. They took 13 per cent 
of the national income. In financing 
that war we found it possible almost to 
quadruple our tax revenue, to more than 
treble the per capita tax contribution, 
and to double the share of the national 
income so taken. That was a great 
achievement (even though it did not 
suffice to cover more than 30 per cent of 
the cost of the war). It was made pos- 
sible by the generally favorable financial 
condition of the United States Govern- 
ment. 

In particular we had then an elastic 
tax system. Not stopping for all the de- 
tails, consider for example the Federal 
income tax, which then proved our main 
tax reliance. Adopted in 1912, its rates 
before 1916 were: individual normal 
tax, 1 per cent; surtax, 1 to 6 per cent; 
corporations, 1 per cent. Individual ex- 
emptions were $3,000 for a single per- 
son, $4,000 for a married person. By 
1920, the exemptions were down to 
$1,000 and $2,000. The individual nor- 
mal ‘tax was at 4 per cent and 8 per cent 
(the latter rate applying to taxable net 
income above $4,000), and the surtax 
rates ran from 1 per cent to 65 per cent. 
Corporations paid 1215 per cent on their 
net incomes, in addition to a combina- 
tion excess profits and war profits tax. 
Under the influence of these drastic 
changes, income tax receipts made a 
spectacular upspring from $80,000,000 
in 1915 and $125,000,000 in 1916 to. 
$3,945,000,000 in 1920. "This is a thir- 
tyfold increase since 1916. 


Tax POSSIBILITIES TODAY 


Can we now repeat our World War 
performance? Not a chance. (I am 
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not considering the expedient of in- 
Hlation.) Today our total tax burden 
is fourteen billions, instead of two and 
one-half billions as it was in 1916. It 
represents a per capita burden of $107, 
as compared with $25 in 1916. Instead 
of taking 6 per cent of the national in- 
come, taxation is now taking 20 per cent 
or more. In fact these figures show 
not merely how we have strained our 
tax elasticity since the beginning of the 
previous war; they show such elasticity 
stretched far more tautly than it was 
even at the peak of the financial effort 
of that war. Income tax rates-are not 
only far beyond anything ever dreamed 
of in 1916; they are actually “higher 
than they were in 1920 at the climax of 
World War demands. Here is simply 
no possibility of a spectacular increase 
in tax revenue even approaching what 
we accomplished in our financing of the 
World War. 

Itis no answer to bring. up the rosy 
prospect of great increase in the na- 
tional income, brought about by “war 
prosperity.” No doubt industry will 
from now on be more actively engaged, 
and this will increase the tax base. But 
it is not a simple problem of merely 
diverting such and such a portion of the 
increased national income into the pub- 
lic treasury. This has to be done by 
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means of taxation. It is a job of taxa- 
tion, not.of arithmetic. Many of our 
taxes have already come close to. the 
limits of what the traffic will bear. Tax- 
ation—especially the infcome tax. and 
the estategtax——is already acting as a 

«deterrent to investment and business ac- 
tivity. Further proposals of increased 
rates must be very carefully scrutinized 
lest they produce less revenue rather 
than more, while incidentally checking 
national production— which is right now 
even more important than tax revenue. 
Such big tax increases as we may ac- 
tually succeed in securing are more 
likely to come from broad general taxa- 
tion, such as sales taxes or even gross 
earnings taxes, than from increasing the 
erates of income and estate taxes. 

I am making no plea in favor of the 
taxpayers—or of any particular class of 
taxpayers. Nor am I urging that we 
go lightly in seeking to finance our de- 
fense needs by taxation. The idea that 
extraordinary defense needs, like the 
needs of war, ought to be financed as 
largely as possible by taxation and as 
little as possible by loans is absolutely 
sound. But in seeking that goal, let us 
not, cloud our thinking and befuddle 
our steps by entertaining false no- 
tions as to the nature of our tax sys- 
tem or its -actual a i 
capacity. 
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Principles of Taxation 2nd the Present Emergency . 
By Lrovp P. Rice ` 


HE prospe@tive increase in Federal 

expenditures to nearly twenty bil 
lion dollars and in taxes to ten or twelve 
billion dollars or more annually, in order 
to finance the vitally important national 
defense program, calls for the inaugura- 
tion of a carefully planned fiscal pro- 
gram.  Temporizing and blundering 
along in our fiscal policies are extrava- 
~ gances which we can ill afford. 


CO-ORDINATED DEFENSE PLAN NEEDED 


If the “American way of life" is to be 
made secure and aggressor nations kept 


+ + * 
far from our shores, fiscal policies must 


be closely integrated with our military- 
economic ,objectives. This planning, 
moreover, should be comprehensive and 
continuous, not piecemeal and sporadic. 
Some sort of Federal tax commission 
should be appointed to study all aspects 
of the problem and to consider such 
questions as the following. (1) How 
much will the Federal Government, 
spend in each of the next five years for 
normal or recurring functions and how 
much for emergency defense purposes? 
(2) How will the prospective rapid ex- 
pansion of “heavy industries” on de- 
fense projects affect our national income 
and therefore our tax revenues from 
year to year? (3) How much should 
old taxes be increased and what new 
ones should be imposed? Consideration 
should be given to the need (a) of en- 
couragine (or at least of not discourag- 
ing) expansion in vital defense in- 
dustries, (b) of maintaining a sound 
national credit, and (c) of properly dis- 
tributing the burden so as to minimize 
and fairly to distribute the load. (4) 
How should our fiscal policies in the 
present emergency differ from those of 
the first World War period? Conditions 
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. 
are different. The program today is 
being initiated when millions of men 
are unemployed, banks have large idle 
reserves, and industry has large unuti- 
lized capacity; furthermore, tax rates 
are near the first World War peak, and 
the public debt has risen to unprece- 
dented heights following ten years of 
deficits and is held largely by commer- 
cial banks. 

Although considerable study needs to 
be given to these questions by trained 
experts, representing different fields of 
interest, the general tax principles which 
should be followed are specific and posi- 
tive. No few principles are introduced 
by the present emergency. A realistic 
approach to the problem of applying 
them in specific taxes wil] càll, neverthe- 
less, for considerable change in empha- 
sis in order that they may be adapted 
to the peculiar economic conditions of 
today and be integrated with the de- 
fense program. 


FISCAL ADEQUACY 


. 

The first principle, one which is ac- 
cepted almost universally as fundamen- 
tal by tax students, may be called “fis- 
cal adequacy.” This principle says that 
whatever other purposes of a nonfiscal 
character a tax system may properly 
have, its fundamental purpose must be 
—in an emergency even more than at 
other times—to provide thé enormous 
revenues which are required, and to 
raise them with the greatest practicable 
degree of equality, certainty, conven- 
jence, and economy.’ Even bad taxes 
must be regarded as Jess objectionable 
than the breakdown of public credit or 


1 With acknowledgment to Adam Smith's 
famous canons and to Reports of the Model 
Tax Committees of the National Tax Asso- 
ciation. ' 
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, the failure to attain our defense objec- 
tives on time. ; 

As a corollary, revenues should be not 
only adequate to meet expenditures but 
they should be elastic, that is, capable 
of being expanded or contracted in re- 
sponse to varying needs. In satisfying 
the requirements of adequacy and elas- 
ticity, it is assumed that sound fiscal 
policies have been followed in differen- 
tiating between capital or nonrecurring 
items on the one hand and recurring ex- 
penses on the other. Furthermore, ade- 
quate revenues must be provided to 
cover interest charges and amortization 
of extraordinary outlays over some rea- 
sonable period of time. . 

However difficult it may be to inter- 
pret and to apply the pringple of ade- 
quacy during an emergency, when vari- 
ations in expenditures are so wide and 
the total amount is so unpredictable, 
the principle is*nevertheless positive and 
fundamental. Failure to provide ade- 
quate revenues is inexcusably bad policy 
since it must lead zm time either to a 
discontinuance of public services or to 
the impairment of public credit. If 
sufficient revenue cannot be secured 
from taxes based upon the principle of 
“ability to pay," such as from progres- 
sive Income and estate taxes, then less 
desirable taxes (for example, on con- 
sumption) must be resorted to since 
that procedure is léss objectionable at 
any time than impairment of the public 
credit. 

“Adequacy” formerly was interpreted 
as meaning that the budget must be 
balanced for each fiscal year. More re- 
cently, some writers have modified this 
to refer only to the period of the busi- 
ness cycle (a viewpoint which is criti- 
cized by many). The unprecedented 
demands of the defense program will 
obviously make annual balancing im- 
practicable for the next few years, but 
the proper proportion between taxes and 
loans will be determinable only after all 
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‘aspects of the problem, fiscal and eco- 
nomie, have been examined. 

The probable effects of increased 
taxes compared with greater loans 
should be examined with respect to their 
effect upen (1) the speedy mobilization 
of our economic forces for the prosecu- 
tion of our defense program, (2) the 
maintenance of the national credit, and 
(3) protection of the structure of our 
banking system and avoidance of the 
pitfalls of inflation. The fact that rapid 
increases in income and profits tax 
rates were feasible under the conditions« 
of the first World War does not neces- 
sarily indicate that a general increase 
under present conditions would be 
equally desirable or advantageous. 

In so far as a further immediate in- 
crease in taxes might tend to discourage 
investment of capital required by de- 
fense industries, borrowing would be 
both justifiable and economically prefer- 
able. But continued borrowing from 
commercial banks for the purpose of 
meeting annual public deficits might 
restrict the capacity of banks to meet 
the legitimate demands of business for 
loans to carry on defense work. The 
complexities of the situation call for a 
comprehensive study by experts who 
will integrate all aspects of the problem: 
production, finance, and labor. 

The possibilities of retrenchment of 
government activities in other directions 
should also be considered. At such a 
time it is reasonable to insist that our 
Government pare down the less essen- 
tial public services in order that the 
more vital national demands (public 
and private) may be satisfied. * 

Looking ahead a£ our huge defense 
program, it is obvious that, even with 
the anticipated rise in our national in- 
come and therefore in our tax receipts, 
it will soon be necessary both to in- 
crease present tax rates and to continue 
borrowing on a large scale. Some time 
lag is unavoidable before the imposition 
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of additional taxes is fully reflected it 
revenues. But unbalanced budgets, so 
far as they can be foreseen, should be 
drawn up according to a comprehensive 
plan worked out on the basis of recom- 
mendations by a Federal tag commis- 
sion. 


TAXATION AND A DEFENSE ECONOMY 


A second principle, which is particu- 
larly applicable in the present, emer- 
gency and is possibly equal in impor- 
tance with “fiscal adequacy,” refers to 
the canon of economy. This means that 
an economically sound fiscal program 
will contribute as far as possible toward 
the acceleration and successful com- 
pletion of the defense program. At 
least, it should not be inconsistent with 
maximizing the production of defense 
materials and equipment. In so far as 
the fiscal program can contribute to the 
rapid construction of airplanes, ships, 
tanks, and guns, and to an increase in 
the total volume of production, it will 
both minimize the real burden of de- 
fense and contribute to the successful 
attainment of the defense objectives. 
The tax system may be largely a nega- 
tive factor in effecting the transfer of 
man power and resources from peace- 
time to defense economy uses. But at 
least the amount and distribution of 
the tax burden can be planned so as to 
discourage as little as possible the in- 
vestment of private capital in essential 
war industries. Our present Federal tax 
system, with its heavy taxes on large 
incomes from which come substantial 
amounts of individual savings for in- 
vestmént in risky undertakings, may 
violate this principle. 

In addition, taxes on the consumption 
of essentials by civilians must not be 
carried to the point where the efficiency 
of labor or of civilian morale is im- 
paired. The time element is vitally im- 
portant both in the production of war 
equipment and in the training of per- 
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sonnel. So long as idle resources of 
man power and productive capacity are” 
available, it may be unnecessary to curb 
materially the production of consump- 
tión goods., The danger of inflation un- 
der those conditions would be small. 


But when these idle resources become ° 


fully employed, the competition between 
the Government and private enterprise 
for skilled labor and strategic and es- 
sential raw materials makes inflation a 
real possibility. The danger, however, 
is frequently exaggerated because of 
failure to recognize our enormous pro- 
ductive capacity and the strength and 
resources of our financial institutions. 

The existing Federal tax system needs 
to be re-examined impartially with ref- 
erence to its appropriateness in further- 
ing the mobilization for defense to see 
whether or not taxes as a whole bear too 
heavily on potential investment income, 
too heavily on small incomes, and too 
lightly on incomes in the middle brack- 
ets. 


THEORETICAL JUSTICE 


A third principle, namely, that the 
distribution of tax burdens should be 
“equitable” or “just,” is of great im- 
portance in a democracy in spite of its 
annoying vagueness. Writers on taxa- 
tion do not agree on what the commonly 
accepted principle of “ability to pay” 
means in application or what is the best 
measure of “ability” or “sacrifice.” 
There is little agreement as to the de- 
gree of progression to which it leads; 
and little agreement concerning the 
proper level of exemptions, or the treat- 
ment of incomes derived from personal 
services compared with those from prop- 
erty. Furthermore, it is obvious that 
only about two taxes in the existing 
Federal system can be said even ap- 
proximately to exemplify “ability,” 
namely, the personal income and estate 
taxes. Who would be so rash as to 
argue that the ten or fifteen billion dol- 
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lars of revenue which will be needed 
“annually for the next few years could 
be secured entirely or even largely from 
taxes based upon ability? — * 

Furthermore, the ability principle 
does not command thé field unchal- 
lenged. Authorities are coming to rec- 
ognize a wide area of application for 
the benefit principle even in Federal 
finances. In specific cases it is com- 
monly regarded not only as “fairly sat- 
isfactory” but as almost ideal. Three 
illustrations may be mentioned. Gaso- 
line taxes, both Federal and state, are 
universally regarded with favor as a 
means of distributing the costs of high- 
ways among motorists. Business taxes, 
such as corporate income and capital 
stock taxes, are justified as payments 
(1) for privileges enjoyed by “business 
in general” from government services, 
and (2) for the privilege of operating 
under a corpomate charter. The recent 
use of pay roll taxes in financing a social 
security program is a third application 
of the benefit principle which has re- 
ceived widespread approval. The bene- 
fit principle, therefore, is neither as ob- 
solete nor as inapplicable as many 
writers have assumed, although it is 
generally regarded as subordinate to 
the ability principle. Neither the bene- 
fit principle nor the ability principle 
could successfully be applied to the 
Federal system as aewhole. Both prin- 
ciples must be recognized and accorded 
their proper place in the system. 

The importance of justice lies in hav- 
ing some definite goal or conception of 
fair play toward which each change in 
the tax system may be directed. The 
weakness of this principle lies in the 
fact that it is interpreted in many dif- 
ferent ways at different times and in 
different places. 

Three things, however, are reasonably 
clear today. (1) Justice does not mean 
equal treatment of unequals, but rather 
equal treatment of equals or of persons 
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én like circumstances and unequal treat- 
ment of persons in unlike circumstances. 
(2) Justice should always refer to the 
tax system as a whole rather than to 
any particular tax or to component 
parts of the system, except as related 
to the whole. (3) The income tax 
should occupy as important a place in 
the Federal system as is politically and 
administratively feasible, both as a 
means of offsetting regressive consump- 
tion taxes and of making the system as 
a whole definitely progressive. Further 
than that, little agreement exists, and | 
therefore this principle of justice is not 
a specific guide to practical statesmen 
and fiscal authorities. Finally, in an 
emergency, the fiscal principle of 
*plucking the feathers with the least 
squawking" cannot be ruled out alto- 
gether. 


INCIDENCE AND CERTAINTY IN 
OPERATION 


Whatever theories of justice are ac- 
cepted, emphasis upon these broader 
aspects of equality will prove entirely 
futile unless the taxes which are selected 
give reasonable assurance of working 
out as expected. “Certainty in opera- 
tion" means that the tax laws can be 
effectively enforced on all taxable ob- 
jects, with a minimum of evasion or 
avoidance. It means also that the in- 
cidence of the taxes is reasonably pre- 
dictable. There is little point, for 
example, in passing judgment on the jus- 
tice or burdensomeness of certain taxes 
which are collected from business con- 
cerns until it is determined whether or 
not the businessmen are in a pos#tion to 
shift the taxes which they pay to con- 
sumers in the form of higher prices. In 
so far as taxes which are measured by 
the volume of business activity are 
shifted to consumers, the shifted taxes 
are a burden to consumers and not to 
business. 

It is vitally important, therefore, to 
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determine which taxes emen as a bur4 
den upon those who pay them in the 
first instance, and under what condi- 
tions specific taxes may be passed on 
to other person#and groups. A careful 
study needs to be made to determine 
what part of all the taxes in our Federal 
system actually rests upon one person 
or class, compared with other individ- 
uals or classes. The solution of these 
complicated questions of incidence de- 
mands a knowledge of all factors af- 
fecting prices and the collection of much 
. information which is not now available. 
On certain points, however, economists 
are generally agreed. One is that nei- 
ther the income tax, individual and cor- 
porate, nor the Federal estate tax is 
likely to be shifted to consumers. ‘These 
taxes all hit “surplus” incomes; they do 
not hit marginal firms and thereby af- 
fect supply and raise prices. 

Other taxes which do hit marginal 
producers and cause a restriction in sup- 
ply do tend to be shifted. As a general 
tendency over long periods of time, it is 
believed that such indirect taxes as sales 
taxes, tariff duties, and excises tend ulti- 
mately to be shifted to consumers of 
. the taxed objects. It is probably nearer 
the truth to say that such taxes may be 
shifted at one time and not at another, 
or may be shifted by some concerns and 
not by others. Some of them may be 
shifted only partially; others, such as 
sales taxes on export products (Philip- 
pine sugar) which are sold at interna- 
tional prices, are not shifted at all, 
either immediately or in the long run. 
Many indirect taxes, even if shifted to 
consumers, are not borne by the so- 
called poorer classes. ‘Tariff duties on 
iron and steel products or on silk goods, 
excise taxes on automobiles, gasoline, 
and expensive liquors, or sales taxes on 
goods which are consumed largely by 
the well-to-do, are not regressive in the 
sense of being burdensome to the “poor” 
or persons of small means. Even taxes 
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upon cigarettes and beer are rarely ob- 
jected to. It is generally regarded as" 
fair and equitable—whatever the theory 
—to tax the consumption of selected 
"]uxuries" or nonessentials. This fact 


. has been so universally recognized for 


decades in oureFederal tax structure 
that it is legitimate to designate this as 
a separate principle. It would receive 
little support, however, except with the 
understanding that the regressive ef- 
fects of such taxes are neutralized by 
progressive taxes and that the system as 
a whole is not regressive. 


POLITICAL AND SOCIAL EXPEDIENCY 


A successful fiscal system must con- 
form to the dominant political, social, 
ethical, and economic ideals which pre- 
vail at thaf time, and must adapt itself 
to the political structure and constitu- 
tional limitations under which it op- 
erates (to adapt and extend a fiscal 
axiom so well stated by Henry C. 
Adams). The political ideals of today 
may be said to be democracy, individual 
freedom, and preservation of the 
"American way of life.’ Adjusting 
taxes to our political structure means 
that the Federal Government, in its 
financing, must take cognizance of the 
legitimate fiscal needs of the forty-eight 
states. Adaptation to current economic 
conditions refers to unemployed men, 
idle bank reserves, sheavy investment by 
banks in government securities, and un- 
utilized industrial capacity. 

“Expediency,” defined in this way, is 
broad enough to include the use of the 
taxing power as dn agency for social 
and economic reform, so far as that is 
justifiable as a principle in the present 
emergency. Taxes and expenditures 
necessarily affect the volume and kind 
of goods and services produced as well 
as the distribution of wealth and in- 
come. Usually these effects are inci- 
dental or secondary. On some occa- 
sions, the taxing power has been used 
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deliberately with nonfiscal uses as pri- 
"mary objectives. Such uses, however, 
are bound to play a minor role during 
a period dominated by defense’ prepara- 
tions, except in the importgnt function 
recognized under our sécond principle 
—namely, of promoting the transition 
from a peacetime economy to one geared 
to a rapid mobilization for defense. 

So long as these uses correctly reflect 
the dominant political philosophy of the 
time, those who believe in the demo- 
cratic process must believe in such non- 
fiscal uses of the taxing power, whether 
or not they believe the methods adopted 
will get at the root of social cancers. 
Nonfiscal uses are included here for 
convenience under political expediency, 
although they are as likely. to generate 
new injustices and to promote uneco- 
nomical utilization of resources as to 
promote greater justice and economy. 


o 
ADMINISTRATIVE FEASIBILITY 


The sixth principle or rule is that 
each tax in the Federal system should 
be of such a character that it can be 
effectively administered. No tax, how- 
ever ideally just and fair, is better than 
its actual operation Every tax law, 
therefore, should be so drawn that it 
can be administered or enforced uni- 
formly and universally by such agencies 
and under such standards of public ad- 
ministration as the Government can 
command, and under the political and 
moral conditions which exist at that 
time and place. 

Looked at from the standpoint of the 
taxpayers, this principle of administra- 
tive feasibility means that each tax in 
the system should be clear and plain as 
to the meaning of the law (legal cer- 
tainty), and capable of universal and 
uniform enforcement on every object or 
person legally covered by the law (cer- 
tainty in operation). Simplicity is one 
of the greatest aids to certainty, but the 
greater the emphasis on equity the less 
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fikely a tax eae is to be simple and 
certain. Every tax should be conven- 
ient as to time and manner of payment, 
free from undue expense or annoyance, 
and not irritating or “discouraging .to 
business pr of such a character as to 
encourage evasion. 

Many public administrators as well 
as businessmen regard the administra- 
tive canons of certainty, convenience, 
and economy as of greater practical im- 
portance than justice. In my judgment, 
no one of them should be ignored. 


DIVERSITY 


A tax system which is built upon sev- 
eral different pillars or tax bases is 
preferable to any single tax or to over- 
emphasis on any one tax. Diversity in 
the tax structure is advantageous be- 
cause it will help to produce stability in 
revenues. If the yield of the net in- 
come tax falls off sharply during a de- 
pression, the yield of taxes on quasi 
luxuries may be maintained in so far as 
demand is relatively inelastic. A sec- 
ond advantage of diversification, in 
addition to a more stable and predicta- 
ble yield, is that any inequalities which 
may develop in the operation of one 
tax will probably be offset by other 
taxes in the system. When taxes in- 
crease to the point where they take 20 
per cent or more of our national income, 
certain stresses and inequalities are 
bound to develop. This puts a premium 
upon evasion and avoidance. Spreading 
the tax load over several different bases 
will reduce the stress at any given 
point and will decrease the danger of a 
breakdown in administration. e 

Diversity also seems to be the only 
way to meet the demands of the con- 
flicting group interests in taxation. 
Persons of small means are more likely 
to accept their tax burdens if they know 
that very wealthy persons are paying a 
larger share; while the wealthy are like- 
ly to pay their taxes with less complaint 
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if they feel that every person is con-* The Federal estate tax may be re- 
tributing, directly or indirectly,» sub- garded primarily as a supplement to the 
stantial amounts in “hidden taxes.” personal income tax in applying the 
Fiscal policy must recognize the legiti- ability thêory. Redistribution of wealth 
mate demands Of these divergent in- is another objeçtive. It could be made 
terests. The most feasible compromise to fulfill these functions more satisfac- 
is to include taxes of different types in *torily and also to yield considerably 
the system. But a satisfactory tax sys- more revenue if the exemptions were 
tem should be a “system” in a very real materially reduced and the rates of tax 
sense, that is, it should constitute a in the lower brackets were increased. 
unified, balanced, and harmonious whole 
and not represent merely a collection BUSINESS Tax JUSTIFIED By BENEFIT 
of inarticulated, disjointed parts. PRINCIPLE 
e A careful examination of the Federal Business carried on for profit in the 
system as a whole suggests that three United States or in any of its territories 
specific and fundamental principles are and possessions, whether by domestic 
at present recognized more or less im- or by foreign concerns, should be taxed 
plicitly. ‘They are embodied in three for the benefits which they derive from 
different tax bases, namely, taxes on eprotection and other government serv- 
personal incomes, taxes on business ices and because of the costs which they 
(corporate) incomes, and taxes on a few impose on governments for maintaining 
consumers’ quasi luxuries. an environment favorable $o the con- 
Adopting the technique and in part duct of modern business. As distin- 
the principles which were enunciated by guished from the personal income tax, 
committees of the National Tax Asso- this is an excise tax which is justified 
ciation for a “Plan of a Model System both by the benefit and by the fiscal 
of State and Local Taxation,” the fol- principles. The tax rate should be pro- 
lowing application of principles may be portional or only mildly progressive. 
suggested for the Federal tax system. The recently adopted excess profits 
Every citizen of the United States, tax may also be regarded as a tax on 
wherever located, and every resident business. A progressive tax on the ex- 
alien living in this country should pay cess of corporate earnings above a 
a personal income tax to the United “normal” or fair rate of return on capi- 
States Government because of the mani- tal or above the average earnings in 
fold personal benefits which this Gov- some base period* might be justified 
ernment confers. The tax should be by the ability, the fiscal, or the socio- 
imposed on net incomes from all sources political theories. It is regarded as a 
whatever above a small exemption. The desirable emergency source of revenue 
personal income tax, levied at progres- in spite of its serious administrative 
sive rates, Is regarded as almost synony- weaknesses and uncertainties. 
mous With “ability to pay.” It cannot A selected group of luxuries or non- 
be shifted to other persons. The rates essentials may legitimately be taxed, 
of the personal income tax should be largely on the fiscal ground that they 
sufficiently progressive to more than yield a substantial and stable revenue. 
compensate or offset the regressive fea- For nearly a century, they have met 
tures of taxes on consumption goods so with popular approval as being “fair 
that the tax system as a whole will be enough.” In fact, taxes on consumers’ - 
progressive to the degree that public luxuries satisfy most of the canons of 
opinion and concepts of justice demand. taxation. They are objected to only on 
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the grounds that they take a larger per- 
centage of the income of persons of 
small means than of the wealthy, that 
is, that they are regressive. ‘Taken by 
themselves, this is true. However, ‘the 
objection is invalid provided they are 


used in conjunction with other taxes in» 


a system which as a whole is progres- 
sive. 

Additional taxes on selected quasi 
luxuries are preferable to a manufac- 
turers’ sales. tax or to a tax on “value 
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added.” This is because taxes which 
hit necessities are more regressive and 
more objectionable than consumption 
taxes on a few luxuries. Only when 
the more equitable infome and estate 
«axes have been pressed to the limit, and 
when public credit is seriously threat- 
ened, may resort to sales taxes on ne- 
cessities be regarded as legitimate. But 
if a sound fiscal plan and courageous 
fiscal,policies are adopted, such a dire 
extremity will not soon be necessary. 
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The Personal Income Tax and Defense’ 


By Roy G. BLAKEY, 


URING the fiscal year 1940, Fed. 

eral revenues were $5 924,83 6,402 

and expenditures were $9,666,085,539. 
It has been estimated that the two Rev- 
enue Acts of 1940 will increase annual 
receipts by about $3 000,000,000, say, 
to $9,000,000,000, and that expendi- 
tures next year will be around $17,500,- 
000,000, over half of which will be for 
defense. The estimates are rough and 
change frequently. This is particularly 
true of expenditures. At this time, no 
one can know even approximately how 
much expenditures will be for the fiscal 
years 1941 and 1942, or very exactly 
how much Federal taxes will be, or how 
much borrowing will be substituted for 
taxing. Secretary Morgenthau has rec- 
ommended that the present public debt 
limit be raised from $49,000,000,000 
to $60,000,000,000 or $65,000,000,000. 
After a conference between the Presi- 
dent and Congressional tax leaders No- 
vember 29, Chairman Harrison of the 
Senate Finance Committee announced 
that there would be no more retroactive 
taxes levied on 1940 incomes, and the 
press reported that the President stated 
he would not approve a general sales 
tax. There have been some statements 
that the Revenue Act of 1941 will in- 
crease Federal taxes so as to balance the 
budget except for defense expenditures, 
and perhaps for modest part-payments 
on the extra defense costs also. Some of 
these fayecasts are for Federal tax levies 
totaling $10,000,000,000 for the fiscal 
year 1942, the year for which the Ad- 
1 This article tries to make only one main 
point, leaving other points, details, etc., to 
other treatises. For background, factual data, 
and much fuller presentation of practically all 
points suggested herein, see Roy G. and Gladys 


C. Blakey, The Federal Income Tax (New 
Vork: Longmans, Green and Co., 1940). 
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e 
ministration’ is* now doing most of its 
planning. ‘ 


Previous ROLE or INCOME TAXES 


In 1940 and other recent years, the 
income tax has yielded between one- 
third and two-fifths of total Federal 
revenues. At the bottom of the great 
depression, the proportion was from 
one-fourth to one-third; for the last of 
the boom years and carrying over into 
the beginning of the depression, the pro- 
portion was about two-thirds; and it 
was from three-fourths to two-thirds 
during the war and postwar years 1918— 
21. In fact, the World War of a quar- 
ter of a century ago brqught a revolu- 
tion in the finances of the United States 
Government. The income tax, which 
had been introduced by subterfuge in 
1909 and which prior to 1914 had never 
yielded over $35,000,000 and prior to 
1917 had not reached $125,000,000, was 
rapidly expanded £o produce twenty- 
three times the latter sum in 1918 and 
thirty-one times as much in 1920. In 
other words, this new and formerly in- 
significant tax, with its war and excess 
profits variants, was rapidly built into 
an engine of war finance and made to 
yield five times as much as all Federal 
taxes combined had ever produced prior 
to the war. This great increase was 
achieved principally by lowering ex- 
emptions, raising normal and surtax 
rates, and, particularly, by adding high 
rates on war and excess profits (see Ta- 
bles 1 and 2). Table 2 indicates the 
relative importance of the latter tax 
variants, and it also indicates the effect 
of their removal in 1921 upon the reve- 
nue thereafter, although part of the 
change was due to other causes. 
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It will be noted that the Federal inf 
come tax (alias excise) on corporations 
did not apply to individuals prior to the 
adoption of the Sixteenth Amendment 
in 1913. Since the individual or per- 
sonal income tax was introdueed in thé 
latter year (first collection in 1914), its 
yield has varied from 54.38 per cent to 
40.42 per cent, and the corporation in- 
come tax yield has varied from 59.58 
per cent to 45.62 per cent of the total 
income tax. This does not take into 
account the war and postwar years, 
1918—24, for which the Treasury did 
not keep comparable records, although 
Table 2 indicates.the great preponder- 
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QUESTIONS TO BE CONSIDERED 


Among the controversial questions 
which should be considered in the for- 
mulation ofetax plans for preparedness 
are the following: (1) What should be 


e the relation between personal or indi- 


vidual taxes and business or corporation 
taxes? Should most of our Federal in- 
come taxes be paid by individuals or 
should they be collected at the source, 
that is, should they be collected mainly 
from business organizations? Should 
corporations, trusts, partnerships, and 
businesses owned by individuals all 
be treated alike and as other individ- 


TABLE 2—INCOME AND Profits TAXES ON CORPORATION RETURNS, 
CALENDAR YEARS 1917-22 3 








War Profits 
Year Income Tax l Pei of ded 
D E 
1917... $503 ,698,029 - $1,638,747,740 $2, ™.2,445,769 
1918... 653,198,483 - 2,505,565,939 3,158,764,422 
1919... 743,535,888 1,431,805,690 2,175,341,578 
1920... 636,508,292 988,726,351 1,625,234,643 
1921.. 366,443,621 335,131,811 701,575,432 
1922... 775,310,154 8,466,114 ° 783,776,268 


a On net income earned from July 1 to December 31, 1921, reported on fiscal-year returns 
where accounting period terminated prior to July 1, 1922. The exoeess profits tax law was 


repealed in 1921. 


ance of war and excess profits taxes 
which were paid by corporations in most 
of those years. In other words, since 
the Federal Government substituted the 
general income tax for the corporation 
excise tax in 1913, the personal or indi- 
vidual share of the yield for other than 
the war period has been somewhat less 
than one-half, varying from two-fifths 
to eleven-twentieths. The corporation 
tax share during the war and immedi- 
ately following, however, was much 
higher. 


3 Compiled from Statistics of Income, 1926. 
For this period, separate figures for corpora- 
tion income tax and excess profits tax collec- 
tions are not available by fiscal years. 


uals, or should the taxation of legal 
entities be discriminatory and, if so, 
should it be favorable or unfavorable 
as compared with the taxation of indi- 
viduals? (2) What should be the role 
of income taxes as compared with other 
kinds of taxes in this emergency? What 
are their advantages and disadvantages? 
What part of the revenues should they 
supply and what proportion should be 
supplied by other taxes? What are 
their nonfiscal or regulatory and other 
social effects? Or how can they be 
used to maximize both desirable fiscal 
and other social results? (3) Another 
group of controversial questions relate 
to the use of taxes versus bonds, or what 
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„combination of the two would be most 
effective considering preparatory, war, 
and also postwar adjustments, particu- 
larly if we should be forced tò engage 
in a prolonged and disastrous holocaust? 
(4) Another important group of ques- 
tions involving practically all of the 
above are those of Federal and state 
financial relations and repercussions. 
These are only a few illustrative ques- 
tions, though they are more than anyone 
has the competence to answer ade- 
quately and satisfactorily to persons of 
opposing and deep-seated prejudices, 
even if space were unlimited. Much of 
the controversy about most of these 
questions arises more from differences 
of interest and opinion relative to social 
and indirect effects than from those 
relative to purely fiscal results. 


LOOKING AT REALITIES 
e 


It will add ġo the clarity of our vi- 
sion if, for a moment, we push aside the 
veil of taxes and monetary transactions 
of various kinds and focus our attention 
upon the real agents and instrumentali- 
ties of preparedness which we must pro- 
vide. Our purpose is to foil the dic- 
tators’ attacks uponeour lives and our 
ways of life. We must see that muni- 
tions are hurled against the attackers in 
such quantity and with such force as to 
stop them. We must first aid those al- 
ready engaged in thé defense with ade- 
quate munitions, including food and, if 
necessary, with transportation, navy, 
and men in sufficient quantities to repel 
the attackers. If we do not do this, or 
if we delay it too long, we shall sooner 
or later have to face the attackers with- 
out the aid of the valiant defenders who 
have been bearing the brunt of the first 
assaults, and ouretask will be increased 
because of our inadequate efforts and 
our delay. Because of the great risk in- 
volved, we should do more and do it 
more promptly than we think necessary 
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* a good margin of safety is nothing 
more than prudent insurance. We shall 
be extremely fortunate if such insurance 
proves to be more than ample; on the 
other hand, our cause" will be lost if 
fhis insusince is needed and we have 
failed to provide it in advance. 

Our problem, then, is to Jaunch men 
and munitions against the attackers to 
the maximum of our ability and in the 
shortest possible time. This means put- 
ting all of our unemployed employables 
and the partially employed to work to 
the maximum of their capacities; the 
diversion of labor and capital from 
luxuries and unnecessaries to the neces- 
sities of life and health, and particu- 
larly to direct war work. Many urge 
that by putting the unemployed and 
partly employed to work we can main- 
tain our present standard of living, 
probably even increase our comforts and 
luxuries, and bluff Hitler by our prep- 
aration, or, if necessary, carry on a mod- 
ern world war as an extra. Possibly we 
could, particularly if everyone would 
work like a Trojan for several years, co- 
operate 100 per cent with everybody 
else, without strikes, lockouts, sabotage, 
or soldiering on the job, and with the 
best conceivably managed organization, 
civil and military. Possibly we could 
do this if we made this maximum effort 
promptly enough and were lucky enough 
to get all of the breaks. But to think 
we are going to achieve at once 100 per 
cent co-operation and 100 per cent ef- 


` fective organization, and get all of the 


breaks besides, is to throw away our 
margin of safety, dally around the edge 
of the abyss, and count on our go€d luck 
to keep us from slipping or falling and 
being consumed in the fiery volcano. 
Plans seldom come up to expectations. 
British and American plane, ship, and 


Other munitions production are falling 


behind schedules now while the needs 
are increasing beyond calculations. Of 
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how much are we absolutely certain irf 
the future? . 


Tre Rote or TAXES 


So the crux 9f our tax and related 
financial problems in this emgrgency if 
the facilitation and maximization of 
production of the instruments and agen- 
cies of defense and the hurling of them 
in the most effective manner against the 
would-be destroyers of our liberties. It 
is obvious that taxes and other phases 
of war finance are closely related to 
business and industrial organization and 
management, including labor and per- 
sonnel problems, and that they must 
aid in maximizing good will, co-opera- 
tion, unity of policy, and effort. In de- 
ciding upon the most desirable propor- 
tion between taxes and loans, the kinds 
and terms of taxes that will be chosen, 
and the relative amounts of revenue to 
be secured by each, and in deciding 
scores of other matters, our financiers 
must consider not only fiscal yields but 
also the direct and indirect effects upon 
labor, industry, and the entire eco- 
nomic and social structure. 

What does it profit us if a certain 
tax or system of finance temporarily 
achieves marked success in one direc- 
tion, but in so doing undermines its own 
foundation or destroys other things 
more important than what is achieved? 
Or what does it avail us if our loan 
policy brings us quick military victory 
but brings also an inflation-deflation up- 
heaval and collapse which, in their ulti- 
mate results, are more widespread and 
destructive than war? In some re- 
spects ¢he problems of fiscal policy and 
management are very simple, but in 
their ramifications and ultimate effects 
they are very complex and difficult of 
proper solution. 


RAISON D'ÊTRE OF INCOME TAXES 
In this short paper on one part of 
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the income tax, it would be too much , 
of a digression to discuss in any detail 
most of the questions that have been 
raised, eten though it does appear de- 
siráble to raise some of them in order 
to put the income tax in its proper per- 
spective. In view of our economic and 
political history, including our tax his- 
tory alluded to above, we can expect the 
Federal Government to rely very heav- 
ily upon the income tax in our present 
preparedness emergency. In this con- 
nection we consider war and excess prof- 
its taxes as important special variants 
of the income tax that are peculiarly ap- 
propriate in such emergencies. The in- 
troduction and great popular support of 
the income tax have been due to the 
widespread. belief that income is the 
best criterion of ability to pay, and also 
perhaps the most satisfactory general 
criterion of benefit received from society 
where success often depends more upon 
the social environment than upon the 
personal efforts of different individuals, 
important as the latter may be. 

The introduction of the special muni- 
tions and other war profits taxes in 
Great Britain in the previous World 
War is very suggestive. The production 
of munitions and the recruiting of the 
army were both being impeded by the 
questions of the working classes and 
others as to what the war was for. 
They were not afixious to risk their 
lives or work overtime to enrich muni- 
tions manufacturers or other profiteers. 
The Government feared that the wide- 
spread and growing criticisms would 
wreck morale and ultimately the whole 
defense effort; it was thought that the 
special profits taxes would help to rem- 
edy this very serious situation and at 
the same time greatly increase much- 
needed revenues. When the United 
States entered the war, we followed the 
lead of the British and other belligerents 
who preceded us, but our task was so 
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„Vast and our experience so limited that 
we got into immense difficulties which 
threatened to break down our Federal 
tax administration. We could profit 
very much today by a thorough study'of 
our tax experience during and following 
the last war, althouglt we now have 
much more experience and a much 
larger and better trained administrative 
personnel than we had at the beginning 
of that war.* 

Of course, the income tax would not 
be anything like so important as it is 
if it were not a good producer of reve- 
nue, reasonably practicable, and eco- 
nomical of administration, and if it did 
not meet fairly well other critesia of a 
good tax, but, as indicated above, its 
fundamental superiority over practically 
all taxes which approach it in other 
qualifications is in its more nearly satis- 
fying the papular demand for levies ac- 
cording to abil&y to pay and also its 
meeting better than most taxes the addi- 
tional criterion of taxes according to 
special benefit received from society. It 
is thus a great factor in the distribution 
of income or wealth according to popu- 
lar ideas and consequently in providing 
a motive for co-operation, for industrial 
and social harmony, for that unity 
which is absolutely necessary for the 
maximization of production. This is 
particularly important in a complex 
capitalistic industrialism, and never 
more so than in a war emergency which 
demands the maximum of results in the 
shortest possible time. No other single 
tax has an equal combination of merits 
in this country in such a time, though 
no one kind of an income tax alone, 
such as a personal, corporation, or excess 
profits tax, is as effective as a proper 
combination of warious income taxes. 
Moreover, a well-arranged system of 
various taxes can usually be made much 
more effective than any combination of 
income taxes alone. 

4See Roy G. and Gladys C. Blakey, op. cit. 
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PERSONAL VERSUS CORPORATION 
INCOME TAXES 


Inasmuch as ability to pay and bene- 
fit received are largely! personal mat- 
ters, a personal or individual income 
tax can generaly be adjusted much 
more accurately according to such crite- 
ria than can a corporation tax. A cor- 
poration often has stockholders of wide- 
ly different abilities; a tax rate that is 
proper for some of them is probably too 
low for others and too high for still 
others. Hence, on the ground of equity 
— "which is the strongest justification for 
the income tax—it might be argued that 
all income taxes and most other taxes 
should be personal. Net corporate in- 
comes ultimately go to individuals and 
affect their abilities, hence it is argued 
that corporate taxation might better 
give way to equivalent additional taxes 
on persons, according to ability to pay, 
perhaps with some consideration for 
special benefits conferred by society on 
these individuals. But such proponents 
overlook the administrative advantages 
of collecting taxes from a corporation 
rather than from the individual stock- 
holders. For example, consider the 
relative ease, cost, and promptness of 
collecting a million dollars from the 
American Telephone and ‘Telegraph 
Company, or other corporations, as 
compared with collecting the same total 
from the individual stockholders after 
the earnings are distributed to them. 
And consider, further, the legal compli- 
cations of reaching individual ability 
and benefit by taxing individual euities 
held by corporations, trusts, and other 
legal entities. Possibly we shall be able 
to cut through some of the legal red 
tape and approach realities in the course 
of time, but meanwhile we shall: prob- 
ably find it desirable to employ both 
individual and corporation income taxes, 
as well as variations of such taxes, par- 
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ticularly in emergencies. No doullt 
developments will from time to time 
change the proportions of the different 
taxes that will be necessary to secure 
the best result. 

Tables 1 and 2 indicate ghe extent 


to which each of these classes of incomes 


tax has been used in the United States 
heretofore, and they may give some 
hints of what may be expected in the 
near future, although it is not likely that 
history will repeat itself exactly. The 
two new Revenue Acts of 1940, neither 
of which has been put into full opera- 
tion, provide for increases in both indi- 
vidual and corporation taxes, but with 
the largest increases expected from cor- 
porations. The greater collections from 


corporations will deplete at the source, 


much income that might otherwise go 
to individuals and thus increase indi- 
vidual income tax yields. It is obvious 
that the one tax affects the other—in 
fact, that all taxes affect all others inas- 
much as they must all come from the 
same stream or pool of social or na- 
tional income. 

Because of this interdependence, one 
hesitates to say to what extent the 
United States should depend upon the 
personal income tax or upon any other 
single tax without making a complete 
plan or budget of all expenditures and 
all revenues. If the entire stream or 
source of income is drained dry, or 
nearly so, by other taxes, then any par- 
ticular tax, such as the individual in- 
come tax, can be counted on for much 
less than if other taxes were lighter. 
Moreover, largest national income, that 
is, mfximum production, is a necessary 
condition of maximum tax yields, what- 
ever the combination of different tax 
levies may be. 

The individual income tax could un- 
doubtedly be greatly increased by low- 
ering exemptions and increasing rates. 
Messrs. Durham and Ensley have pre- 


pared schedules and calculations," which, 
do not appear extreme, purporting to 
show how the yield of the personal in- 
come tax of 1936 could have been 
trebled, and this in a year when the 
national income was considerably small- 
er than it is totay, and still smaller in 
proportion to estimates of income for 
the next few years. No doubt corporate 
normal and excess profits taxes could 
also be made much heavier and of more 
general application by similar methods. 
Presumably this would raise much more 
revenue, at least for the first year, but 
we have not seen satisfactory schedules 
of such proposals nor satisfactory de- 
tailed estimates of the ultimate effects 
of such taxes on our preparedness pro- 
gram nor upon our economy in general. 
The Treasury and the Congressional 
committees have not completed their 
estimates or are not ready to make them 
public as yet. ° 

If retained, existing tax rates accom- 
panied by production as forecast for the 
next few years would yield large in- 
creases in revenues. Skillfully increased 
rates and lower exemptions might yield 
much more, possibly 100 per cent more 
than is now being raised by all our in- 
come taxes, but there is a limit beyond 
which such increased levies might be 
harmful—in fact, might check or nullify 
the preparedness effort. It is the prob- 
lem of the financier to explore the loca- 
tion of these limits as well as to use the 
wisdom necessary to make the best com- 
binations and administer the measures 
adopted in such ways as to achieve the 
net maximum of desired results. With 
heavier and heavier levies, however, it 
becomes more and more important to 
remove existing inequities, such as those 
connected with exeess profits taxes, 


5 Walter A. Durham and Grover W. Ensley, 
“Revenue Possibilities of the Personal Income 
Tax," Bulletin of the National Tax Associa- 
tion, XXV (May 1940), pp. 231-235. 
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credits for losses, irregular incomes, us- 
ance incomes, legal fiction incomes, and 
so forth. Unfortunately, many of the 
provisions to lessen inequities frequently 
complicate administration, e 


TAXATION FOR RÉGULATION 


'There are those who seem to be enam- 
ored of the theory that tax controls can 
be substituted for monetary controls 
and that thereby the whole economic 
regime can be made to do their bidding. 
No doubt the inflationary effects of bor- 
rowing, expanding bank credit, and war 
orders can be lessened by income and 
other taxes, as well as by credit controls, 
and no doubt taxes can be used for 
various other regulatory purposes. In 
situations of wild inflation,*or serious 
threats of such inflation, sales taxes may 
serve to prevent or to mitigate disaster 
better than fhcome taxes; in other situ- 
ations, other kinds of taxes may serve 
best. All of these regulatory, as well as 
fiscal possibilities, should be kept in 
mind and taken advantage of so far as 
possible without unduly harmful effects, 
but it takes a great deal of wisdom and 
skill to avoid disastrous results at the 
hands of would-be reformers and ama- 
teurs. We have not been very favor- 
ably impressed with the total results of 
the credit, tax, and other economic lever 
jerkers in this or other countries in the 
past few decades. This does not mean 
the advocacy of laissez faire, however, 
nor, on the other hand, the doing of 
something different without due consid- 
eration simply for the sake of giving the 
impression that the government is doing 
something. In the latter case, there is 
too great a risk that the something done 
will be foolish and positively harmful. 


CONCLUSION 


In a nut shell, our present problem is 
to defend our lives, our liberties, our 
ideals, and all we hold worth saving, 


Against the dictators who threaten them. 
Unfortunately, there is not yet in this 
country an adequate appreciation of the 
need for maximum effort in the shortest 
possible time. "There is "beginning to be 
sbme recdpnition of the importance of 


"unity in this connection, but there is 


lack of knowledge of practical meas- 
ures and lack of willingness to make 
Sacrifices necessary to secure the gen- 
eral cosoperation that is essential. "True, 
we are speeding up in some places, but 
we are bickering, dawdling, working 
only half-heartedly and only part time 
at that. We are using to the full nei- 
ther our skills nor our brains. We are 
not pushing our supreme task with the 
unity nor with the indomitable will re- 


equired. Consequently, we are prolong- 


ing the European war, indirectly per- 
mitting the unnecessary destruction of 
life, liberty, and property—yes, of our 
friends, and possibly ultimately of our 
own families—and letting the threat to 
this country and to all those of our faith 
increase day by day. 

Among our greatest needs are reve- 
nues to defend ourselves and to aid 
those now holding the destroyers at bay. 
If we are wise and skillful, we shall 
choose measures designed not only to 
raise adequate revenues but also to max- 
imize social co-operation rather than 
disunity; we shall plan loans and also 
the different kinds of taxes needed to 
facilitate the providing of munitions 
and men. No single measure can be a 
panacea, but one of the most effective 
of all taxes for such purposes is the 
personal or individual income tax, both 
because of the amount of revefiue it 
can raise and also because of its indi- 
rect social effects. "This is particularly 
true because no other tax which raises 
such great revenues is so generally ac- 
claimed as fair, and is so well designed 
to facilitate social harmony. Hf it is 
really fairly formulated and admin- 
istered, if serious faults and abuses are 
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avoided, no other tax will do more l 
promote co-operation between labor and 
capital, and between all classes of peo- 
ple; hence, no other will do more to 
bring about that unity of effort that 


Pi 
* 


maximizes production and the defense 
of all that we hold dear. 

All Americans should awake to the 
realities of the situation without further 
delay. . 
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By Kossuta M. WILLIAMSON 


. 

HIS paper presents the case for the 

taxation of income from future is- 
sues of Federal, state, and local govern- 
mental securities, on a reciprocal basis, 
by Federal and state and local gov- 
ernments. The proposal, discussed in 
governmental circles in the past,’ has 
recently been urged again by the Presi- 
dent, the Treasury, and certain mem- 
bers of the United States Senate.* 'The 
present statement will cover four as- 
pects of tax exemption: (1) the effects 
upon the principle of progression’ in the 
income tax; (2) the economic effects; 
(3) the fiscal results; and (4) the rela- 
tion of tax exemption to national de- 
fense and postwar finance. 


$ 
EFFECTS UPON PROGRESSIVE 
INCOME TAX 


The most important argument, in the 
writer’s opinion, Against tax exemption 
of governmental securities is that it ob- 


structs the effectiveness of the progres- 
* 


l'The present paper draws upon the au- 
thor’s memorandum to the Special Senate 
Committee on Taxation of Governmental Se- 
curities and Salaries, Hearings, 76th Cong., Ist 
Sess. 1939, pp. 525-531. 


v^ D 
sive moons tax. Under this tax, the 
value of t tax saving from tax-exempt 


*bonds varies with taxpayers, being de- 


pendent upon the rate applicable in each 
case. If the supply of bonds were so 
limited as to be sufficient to meet only 
the demand for tax exemption purposes 
by the wealthy, the latter would tend 
to pay in lower interest yield what they 
gained in tax reduction. When, how- 
ever, the supply of bonds is so large that 
it exceeds the tax exemption require- 
ments of the rich, the securities must be 
sold to lower income individuals, cor- 


*porations, and tax-free institutions, and 


2See C. O. Hardy, Tax-Exempt Securities : 


and the Surtax (New York, 1926), pp. 12-24. 

3 For the position of the Treasury, and of 
other opponents and defenders of tax exemp- 
tion in the recent contest, see Special Senate 
Committee on Taxation of Governmental Se- 
curities and Salaries, Hearings, 1939 (here- 
after referred to as ‘‘Hearings”). See also, 
Committee on Ways and Means, House of 
Representatives, Hearings, Tax-Exempt Se- 
curities, 76th Cong. Ist Sess, 1939, and a 
statement of the Seeretary of the Treasury, 
The New York Times, November 8, 1940. 

4“Tentative Report of the Majority of the 
Special Senate Committee,” Congressional 
Record, September 12, 1940, pp. 18199-18203 ; 
and debates, Congressional Record, September 
12, 14, 18, and 19, 1940. 


the interest rate must be high enough to 
attract these purchasers to whom the 
value of tax exemption is very low or 
even nonexistent. 
Thus, the interest differential due to 
tax exemption tends to be fixed by the 
marginal purchasers. ,Since this interest 
cost for tax exemption is the same for 
all in a competitive market, the wealthy 
do not have to pay as much as the tax 
saving is worth to them. Their tax 
profit is measured by the spread be- 
tween the interest differential and the 
taxes they save. "Therefore, on the basis 
of this marginal principle, when the 
supply of bonds is large, tax exemption 
ffers the rich the opportunity to escape 
the higher surtaxes Moreover, in so 
far as there is any indirect taxation 
through reduced interest, the burden is 


' proportional and not progressive. 


The theoretical soundness of this 


gouges is not disputed by defenders 
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f tax exemption, but they deny both 


5See R. M. Haig, “Tax-Exempt Securities 
vs. Progressive Income Tax," North American 
Review, April 1923 (also reprinted in Bulletin 
of the National Tax Association, May 1923, 
pp. 227-232), and H. C. Murphy, Hearings, 
pp. 620-624. i 
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the quantitative importance wna be d 
nificance of the effect. The extent of 
evasion by the rich through tax exemp- 
tion has been exaggerated by opponents 
of tax exemption. Available studies of 
the composition of estates at§leath fafl 


to show any decided or exclusive con- * 


centration of the rich upon tax-exempt 
securities.” Studies of income tax data 
also tend to confirm this fact? These 
studies, however, are not up to date, 
and, besides, the transfer of investments 
in the case of large wealth probably re- 
quires considerable time. It is therefore 
possible that, because of recent increases. 
in income taxes, there may exist at the 
present time—although not as yet sta- 
tistically revealed—a more definite 
trend to tax-exempt securities.° But in, 
so far as the present statistical evidence 
does reflect actual investment behavior, 
the failure of the wealthy to invest 
wholly or to a larger extent in tax- 
exempt securities is probably explained 
by a desire for control in business !? or 
by the fact that investment in corpora- 
tions which retain their earnings may, 


8 C. O. Hardy, op. cit., pp. 33-34, and H, L. 
Lutz, Hearings, pp. 144—153. 

7H. L. Lutz, Hearings, pp. 117-120, 171- 
172; E. E. Oakes, "The Liquidity of Large 
Estates in Massachusetts," Bulletin of the Na- 
tional Tax Association, June 1938, pp. 269- 
281; J. K. Hall, A Study of Probated Estates 
in Washington (Seattle, 1939), pp. 30-31. 

8 H. L. Lutz, Hearings, p. 148. 

9 Such a trend has already been suggested 
by other writers on the basis of limited data. 
See Gerhard Colm and Fritz Lehmann, Eco- 
nomic Consequences of Recent American Tax 
Policy (New York: New School for Social 
Research, 1938), pp. 51-52; and James D. 
Magees “The Case for Reducing Surtaxes,” 
Law and Contemporary Problems (Spring 
1940), pp. 187-188. The acknowledged lim- 
itations, however, in the use of such samples 
are obstacles to deducing a trend until further 
and more adequate data are available. 

10 Henry C. Simons, Personal Income Taxa- 
tion, p. 175; William J. Shultz, “The Case for . 
Taxation of Income from Governmental Se- 
curities," Law and Contemporary Problems 
(Spring 1940), pp. 218, 221. 
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under the capital gains tax, be more at-, 
tractive than tax-exempt bonds. More- 
over, by a judicious combination of tax 
exempts "and taxable investments, a tax- 
payer may, by escaping the top-bracket 
rates, considerably increase his income 
after taxation without surrendering cru- 
cial ownership in private business.'? 
Whatever the explanations, experience 
so far does not support the contention * 
that tax exemption nullifies the progres- 
sive feature of the income tax or that 
the progressive income tax and tax ex- 
emption cannot exist together. 

This admission, however, does not 
mean that the effects upon progression 
are not serious. / Taxpayers do avail 
themselves of the tax-exempt privilege, 
in individual cases, and, in the aggre- 
gate, to a substantial extent. Moreover, 
the evidence shows that the larger the 
investors, the higher the percentage of 
their fortunes held in tax exempts, dem- 
onstrating that the greater importance 
of tax exemption to the wealthy in- 
vestors is well appreciated. Thus, al- 
though the statistics such as they are 
may minimize the loss of revenue from 
tax exemption, they do not disprove 


that tax exemption seriously impairs the zO 


progression of the income tax. Further- 
more, tax exemption operates to put 
very unequal burdens upon wealthy in- 
dividuals at the same economic levels, 
discriminating against the active busi- 
nessman in favor of the bondholder. 

The significance of this weakening of 
progression, in so far as it does occur, 
depends upon the desirability of the pol- 
icy of progression itself and upon the 
fairness and expediency of the present 
high levels of the surtaxes. It is the 
view of some defenders of tax exemption 

11 Mabel Newcomer, Taxation and Fiscal 
Policy, p. 68. 

12 Report to the Joint Committee on In- 
ternal Revenue Taxation by its Staff, Statistics 
Relating to Tax Exempt Income, 1939, pp. 
8-9. 

13 Hearings, p. 5. 
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~ that progression has been overempha- 


| 
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sized as a criterion of tax policy. The 
policy and degree of progression are 
large questions which cannot bé treated 
here. Whatever one's view sof it, how- 
ever, it must be recognized as a fact that 
the country is, in our ttmes, committed 
to the policy of progression. 

Tax exemption, therefore, by offering 
escape to the wealthy from burdens leg- 
islated upon them by statute, obstructs 
the operation of the established policy 
and creates a socially undesirable situ- 
ation. It is not in the interest of demo- 
cratic institutions to allow conditions to 
exist which defeat the legislative intent. 
Democracy does not profit from the pro- 
cedure of enacting policies without im- 
plementing them. The question of 
what surtax rates are proper, may well 
be moot. If, however, these rates are 
thought to be unfair or inexpedient, it 
is better for the Government itself to 
revise them than for wealthy individ- 
uals, through the loophole of tax exemp- 
tion, to accomplish a hit-or-miss revision 
of their own. 


THE Economic ARGUMENT 


Some proponents eof elimination of 
tax exemption urge it also on economic 
grounds.“f/ They contend that tax ex- 
emption diverts the wealthy from equi- 
ties and risky investments and so con- 
tributes to a shortage of venture capital 
and the curtailment of equity financ- 
ing.t® But the influence of tax exemp- 
tion in this respect should not be over- 
emphasized. As to existing investments, 
we have already seen that, so far, tax 
exemption has not caused any great 
flight from stockholdings. As to the in- 
vestment of current savings by the 

14 H. L. Lutz, Hearings, pp. 150-153. 

15 The nature of the economic argument has 
changed since the debate of the twenties. See 
C. O. Hardy, op. cit., Chap. 5. 

16 Hearings, pp. 9, 574. Cf. also Colm and 
Lehmann, of. cit. p. 51; and James D. Ma- 
gee, Taxation aud Capital Investment, p. 53. 
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ealth'y, on the other hand, it is reason- 
able to presume that, if investors are 
both tax-conscious and risk-conscious, 
tax exemption should be an incentive to 
purchase tax-free bonds "when the latter 
yield witllput risk as much as the more 


* risky ventures promise after taxation. 
"But the quantitative effect of this in- 


fluence is indeterminate. Since taxation 
is but one among several possible fac- 
tors igfluencing new investment, it is 
impossible to isolate the effect of tax 
exemption. It is, therefore, difficult to 
predict the extent of influence which the 
elimination of tax exemption would 
have upon the revival of equity financ- 
ing. In any case, since the discontinu- 
ance would apply only to future issues, 
any favorable effects upon investment 
behavior would, if they resulted at all, 
be long delayed. For these reasons it 
seems preferable not to stress the eco- 
nomic argument too much. Whatever 
its quantitative effects, however, the re- 
moval of tax exemption would at least 
be favorable to risk taking and, on that . 
ground, would be desirable. 


THe FISCAL ARGUMENT 


The fiscal argument in favor of elim- 
ination of tax exemption is that such 
action would result in an over-all net 

scal gain for all levels of government 


"combined." The expected gain is based 


upon the contention that, under tax ex- 
emption, the reduction of interest cost 
to issuing governments is exceeded by 
the loss of revenue by the taxing gov- 
ernments. This fiscal conclusion is 
founded on both theoretical and statisti- 
cal analysis. The theoretical Masis of 
the argument is the marginal principle 
of determination of the interest differ- 
ential attributable to tax exemption, al- 
ready referred to? If, as the present 


17 For this position of the Treasury, see 
Hearings, p. 10. 

18 For its bearing on the fiscal results, see 
H. C. Murphy, Hearings, pp. 620-624. 
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writer believes, that theory of the in- 
terest differential is correct, it follows 
not only that progression is impaired, 
but that the logs of revenue by the tax- 
ing government on supramarginal tax 
exemption purchasers must be greatér 


than the saving in lowered interest cost* 


to the issuing government. Moreover, 
as the Treasury has pointed out, there 
is presumptive evidence that American 
governments are now facing the fiscal 
disadvantage of this marginal principle 
in the fact that a substantial portion of 
existing government securities is owned 
by institutional and individual investors 
to whom tax exemption has small or no 
value.!? 

On the statistical side, the Treasury 
has submitted estimates indicating that, 
for the country as a whole the revenue 
gain from taxing future issues would 
exceed the increased interest cost by 
amounts varying with assumptions.?* 
In opposition, Professor Lutz has pre- 
sented estimates showing that the gov- 
ernments combined would lose by the 
change." These conflicting results arise 
from differences in methods and in as- 
sumptions as to the interest differential, 
the existing distribution of ownership of 
government securities, the change in 
distribution that would result from tax- 
ation, and other variables. The in- 
terest differential attributable to taxa- 
tion is, of course, one of the most 
important factors in the problem, and 
estimates of that factor for long-term 
debt under current conditions range 
from six-tenths per cent by Lutz,?? one- 
fourth to one-half per cent by the 
Treastiry,?* to practically nil by Pro- 

19 Hearings, pp. 6, 34, and chart opposite 
page 18. 

?0 Hearings, p. 10. 

21 Ibid., pp. 140-141. See also Lutz, The 
Business Man's Stake in Government Finance 
(Stanford University, 1939), pp. 74-76. 

22 Hearings, pp. 636-646, 647—648. 


23 Ibid., p. 112. 
24 Ibid., p. 631. 
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fessor Shultz.” So also a change in a, 
single assumption in computing the rev- 
enue results may alter the whole over- 
all result 5 These difficulties in the 
statistical approach are, in the opinion 
of the writer, sufficient to make it im- 
possible to arrive at any accurate esti- 
mate of the aggregate net fiscal effect, 
However, although any judgment is a 
matter of opinion, the writer believes 
that, on the basis of the Treasury’s 
methods and of its criticisms of Pro- 
fessor Lutz’s study,?” the Treasury esti- 
mates are a more reliable index of at 
least the sign, if not the quantity, of the 
net over-all fiscal result. Until more 
satisfaetory explanations have been of- 
fered to the contrary, the Treasury 
analysis may presumably be taken as 
confirmation of the validity of the the- 
ory that tax exemption is a losing prop- 
osition for governments as a whole. 
Even on the basis f the Treasury 
estimates, however, the budgetary gain 
to the country would not be relatively 
significant, and, in any case, so far as 
regards the existing volume of debt, 
would be long delayed. "The fiscal ad- 
vantage, therefore, is not, as the Treas- 
ury itself admits? the most important 
feature of the reform. The revenue 
criterion is, however, not conclusive 
and, even if net loss should result, the 


?5 Law and Contemporary Problems (Spring 
1940), p. 219, Whatever the tax differential 
may be, the present writer is convinced that, 
because of the existing supply of government 
securitles, it is very much lower than some 
defenders of tax exemption suppose. Students 
interested in earlier computations of the in- 
terest differential under different conditions 
are referred to C. O. Hardy, op. cit., pp. 90- 
92; W. H. Rowe, “Burden of Tax Exemption 
of Government Bonds,” American Economic 
Review (December 1926), pp. 653-659; A. F. 
Hinrichs, “The Cost of Tax-Exempt Securi- 
ties,” Political Science Quarterly, 41 (1926), 
pp. 271-280. 

26 Hearings, p. 647. 

27 See, for criticisms, zbzd.. pp. 636-644, 
647-653. 
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change might be justified on other 
grounds. 

Whatever the over-all gain, however, 
it is generally admitted that the state 
and local governments will dose in in- 
creased interest cost more than they 
will gain from the taxation of Federal 
interest. The magnitude of this loss has 
been overestimated by defenders of tax 
exemption by the assumption of an ex- 
cessive interest differential, and the full 
effect of any increased interest will be 
only gradually realized. Nevertheless, 
the expected loss by the state and local 
governments of this subsidy towards 
their borrowing costs is undoubtedly the 
strongest obstacle to the elimination of 
tax exemption. This problem can be 
met, however, either by a thoroughgoing 
plan of adjustment of the Federal-state 
fiscal relations or by some more limited 
scheme of grants, sharing of taxes, sur- 
render of revenue sources, or perhaps by 
payments to the states and local govern- 
ments in lieu of taxes on Federal prop- 
erty within their borders. Whatever 
the method used, the ultimate improve- 
ment in the equity of the Federal tax 
system should be well worth the cost. 


* 
Tax EXEMPTION AND DEFENSE 
FINANCING 


The financing of national defense will 
probably involve substantial increases 
of debt. Secretary Morgenthau has in- 


icated that he favors the inauguration, 
at the*outset of new defense borrowing, 
of full taxability of future Federal, 
state, and local issues? As we have 
already seen, the fiscal contribution is 
not the mst important consideration in 


* favor of this feature of national defense 


financé» If tax exemption is ever to be 
eliminated, however, it is appropriate 
that the change should be made before 
the further large expansion of the public 
debt. Moreover, if the policy of taxa- 
tion is begun now with respect to new 
issues, the Government will not before- 
stalled from levying on much bond in- 
terest the heavier taxes which are likely 
to be required both in the later stages 
of the defense program and in the post- 


war period. There might, also, be eco- 


nomic advantage in the power to tax 
this bond interest during the postwar 
period, should deflationary forces arise. 
For, to the extent that bondholders were 
themselves taxed for debt service at that 
time, the possible reduction of consump- 
tion by taxes upon others might be min- 
imized. Probably the chief advantage, 
however, of discontinuance of tax ex- 
emption now would be the improvement 
of the equity of our tax system at a 
time when, because of the increasing 
pressure of taxation, equity is more im- 
portant. ^ 


28 The New York Times, November 8, 1940, 
and December 10, 1940. 
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The Case Against Taxation of Governmental Securities» 


By CARL H. CHATTERS 


e 

HE income from state and munici- 

pal bonds has been exefapt from 
Federal taxation since the founding of 
the country. Reciprocal exemption has 
been accorded the bonds of the United 
States Government by states and mu- 
nicipalities. These exemptions are not 
founded on specific provisions of the 
United States Constitution, but have 
been granted and recognized as a result 
of a long line of decisions by the United 
Whether or 
not the Sixteenth Amendment permits 
Federal taxation of the income from 
state and municipal bonds is still an 
unsettled question.? 

The proposal to tax the income from 
state and municipal bonds has the ques- 
tionable advantage of appearing as a 
step toward greater equity in the distri- 
bution of public burdens. But those 


1 The leading cases are McCulloch v. Mary- 
land, 4 Wheat. 316 (1819); Weston v. Charles- 
ton, 2 Pet. 449 (1829); Dobbins v. Commis- 
sioner, 16 Pet. 435 (1842); Collector v. Day, 
11 Wall. 113 (1870); United States v. R. R. 
Co., 17 Wall. 322 (1873); Pollock v. Farmers 
Loan & Trust Co. 157 U. S. 429, 158 U. S. 
601 (1895); Flint v. Stone Tracy Co., 220 U. 
S. 107 (1911); Evans v. Gore, 253 U. S. 245 
(1920); Metcalf & Eddy v. Mitchell, 269 U. 
S. 514 (1926); National Life Insurance Co. v. 
U. S., 277 U. S. 508 (1928) ; Willcuts v. Bunn, 
282 U. S. 216 (1931); N. Y. ex. rel. Cokn v. 
Graves, 300 U. S. 308 (1937); Hale v. Iowa 
State Board, 302 U. S. 95 (1937); James v. 
Dravo Contracting Co., 302 U. S. 134 (1937); 
Helvering v. Mountain Producers Corp., 303 
U. S. 346 (1938) ; Helvering v. Gerhardt, 304 
U. S. 405 (1938); Graves v. N. Y. ex. rel. 
O'Keefe, 306 U. S. 466 (1939); O'Malley v. 
Woodrougk, 307 U. S. 277 (1939); Pittman 
v. H.O.L.C., 308 U, S. 21 (1939). 

2 The Amendment reads: “The Congress 
shall have power to lay and collect taxes on 
income, from whatever source derived, with- 
out apportionment among the several states 
and without regard to any census or enumera- 
tion.” 
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concerned With state and local finance 
find little merit in legislative acts which 


* increase the cost of local government 
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with few, if any, compensating advan- 
tages. Furthermore, the political impli- 
cations of the taxation of local bonds 
are even more important than the eco- 
nomic consequences. Finally, an exam- 
ination of the whole matter reveals that 
the removal of the exemption from state 
and local securities will cause many in- 
equities although it may remove a few 
others. ° 

The legal aspects of the present pro- 
posal do npt concern us. Either it is 
right and necessary to subject state and 
local bond interest to Federal taxation, 


or it is wrong to levy suchetaxes. The 


new taxes, if levied, will*be just as great 
a burden and will cause the same trans- 
fer of burdens whether Congress resorts 
to statutory measures or invokes a con- 
stitutional amendment. The city of De- 
troit, for instance, will find the same 
difficulties obstructing its refunding pro- 
grams whether interest rates on local se- 
curities are increased by statutory or by 
constitutional changes. Even if it be 
conceded that the Sixteenth Amendment 
gives the Congress the right to tax the 
income from staté and municipal se- 
curities, still it should not be done. 


Wao Horos Exempr Bonps? 


The public generally believes that the 
vast majority of all public securities are 
held by a few persons of wealth who 
purchased them to escape Federal in- 
come taxes. This pgint of view has 
been disproven by studies made of the 
ownership of outstanding tax-exempt 
securities. The Treasury’s estimates of 
the ownership of state and local securi- 
ties showed that, out of a total outstand- 
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. ing debt of $19,500,000,000,? $3,100,- 
000,000 of state and municipal bonds 
were held by individuals. According to 
my own estimates, individuals with an- 
nual net incomes of $5,000 or more 
owned $3,500,000,000 of state and mu- 
nicipal bonds, whilé approximately 
$4,000,000,000 are unaccounted for spe- 
cifically but are held by foreign bond- 
holders, educational institutions, chari- 
table organizations, private trusts, 
foundations, and estates Further- 
more, the data prepared by Dr. Lutz * 
tend to disprove the Treasury’s inti- 
mations that a predominant part of 
tax-exempt bonds are held by individ- 
uals with high incomes. The exam- 
ination which Dr. Lutz made disclosed 
that even the largest estates did not 
contain more than 22 per cent of tax- 
exempt bonds, and this condition ex- 
isted in only one limited group of 
estates. All of the estates above $1,- 
000,000, filed between 1927 and 1937 
inclusive, contained an average of 13.5 
per cent of state and local bonds and 
wholly exempt Federal bonds. The as- 
sumption that a few wealthy people 
have purchased most of the outstanding 
state and municipal bonds in order to 
obtain tax exemption is a myth. 


INCREASED INTEREST COSTS 


VMIncreased interest costs to state and 
localities will surely” follow the Federal 
taxation of their securities. ‘The rates 
are variously estimated to increase from 
.25 per cent to .60 per cent per annum 


8 U. S. Treasury Department, Securities Ex- 
empti from the Federal Income Tax as of June 
30, 1937, p. 113. 

* Car] H. Chatters, "Distribution of Tax 
Exempt Securities,” in Tax Exemptions (New 
York: Tax Policy Eeague, 1939). 

5 Harley L. Lutz, The Fiscal and Economic 
Aspects of the Taxation of Public Securities, 
submitted to the Congress of the United 
States by the Comptroller of the State of New 
York, 1939. 
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on médium and long-term bonds. The 
experts of the Treasury, and other ex- 
perts as well, have generally agreed that 
interest costs will rise, and estimates of 
the increase do not vary greatly between 
the Tredbury experts and others. The 
interest rates on the best bonds will in- 
crease more than the rates on second- 
grade bonds and, in my opinion, will go 
up as much as one per cent per annum. 
Smaller communities will find it diff- 
cult, if not impossible, to market their 
bonds at all. The head of the municipal 
bond department of one of the large 
Chicago banks told this writer that he 
would cease to purchase municipal 
bonds in the smaller communities. if the 
tax exemption were removed. Small 
cities, like small business, will find it 
difficult to borrow. "The relative prices 
and interest yields of industrial bonds, 
Panama 3’s, United States treasury 
bonds, and municipal bonds give some 
idea of the probable increase in interest 
costs should the tax-exempt feature be 
removed. 

The cost of local government borrow- 
ing will be increased. This added cost 
will be borne by local taxpayers and will 
be reflected primarily in the local real 
estate tax. The added burden to local 
governments, no matter how small it 
may be, comes at a time when cities are 
being hamstrung by tax limitation and 
homestead exemption laws, and at a 
time when local governments are bur- 
dened by the costs of direct relief and 
the matching of Federal funds for vari- 
ous Federal programs. Is it consistent 
for the Congress to increase the vol- 
ume of tax-exempt properties fn cities 
through the United States Housing Act 
and present defense measures and at the 
same time to complain because tax- 
exempt securities exist? Congress might 
give heed to the $3,282,000,000 of Fed- 
eral real estate now removed from state 
and local taxation which, if taxed at lo- 


cal rates, would pay annually $91,051,- 
279? 

The higher rates of interest on local 
bonds will not prevent the issuance of 
unnecessary or useless obligations. Some 
have contended that higher rdkes of int 
terest would be beneficial for this rea- 
son. However, a study of past indebt- 
edness discloses that the higher rates of 
interest have been paid by those who 
had questionable projects or question- 
able credit. No evidence exists to indi- 
cate that the issuance of bonds for un- 
economical projects would be deterred 
in the least by higher interest costs. 
The most unsound projects have borne 
the highest interest rates and will prob- 
ably continue to do so. 


Drect Loss TO CITIES 


The taxation of the income from mu- 
nicipal bonds will make it difficult for 
cities and other local governments still 
in default to rearrange their debt ma- 
turities through the refunding of their 
bonds. There are still scores of cities 
of over 5,000 population in default. 
There are other taxing districts not in 
default which will find it possible to re- 
duce their interest charges substantially 
by the refunding of their bonds if in- 
terest rates stay at the present level. 
Should Congress subject future issues 
of municipal bonds to taxation, it will 
be extremely difficult, if not impossible, 
for the municipalities in default to re- 
fund their debts and for other cities to 
effect a saving by refunding. 

Several large cities would suffer a di- 
rect loss of many millions during the 
next few years should Congress tax the 
income from municipal bonds. These 
cities would not be able to call and to 
refund outstanding bonds as they plan 
to do. Some states, including Arkansas 
and Texas, have discussed plans for ex- 

6 See Federal Ownership of Real Estate and 


Its Bearing on State and Local Taxation, 76th 
Cong., Ist Sess., House Document No. 111. 


¢ debts. 


tensive refunding. The Congress at an, 
earlier session adopted amendments to 
the Bankruptcy Act so that public bod- 
ies in serious trouble might, with the 
consent of their creditors and the courts, 
make orderly readjustments of their 
Such réadjustments would be 
impossible or unprofitable for these pub- 
lic bodies if new issues of bonds were to 
be taxed. You may be interested to 
observe, for instance, that the Recon- 
struction Finance Corporation had made 
loans* to 447 drainage, levee, and irri- 
gation districts for the purpose of scal- 
ing their debts. The loans totaled $79,- 
470,000, and they took up indebtedness 
amounting to $170,512,000, a reduction 
in indebtedness of $90,000,000. Such 
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. tefundings and such reductions of debt 


cannot be made if Congress taxes the 
future income from this type of obliga- 
tion. - 
® 
TRANSFERS OF BURDENS 


Transfers of burdens will take place 
should Congress tax the income on state 
and local government bonds. Several 
steps are involved: l 

(1) Some small group of Federal in- 
come taxpayers, now enjoying the ex- 
emption privilege, will be required to 
pay greater taxes to the extent that tax- 
exempt securities are not available to 
them at advantageous prices. That 
alone would be desirable. 

(2) A much larger group of Federal 
income taxpayers will have their bur- 
dens somewhat lightened, because the 
present total tax burden will be spread 
over a larger group of taxpayers. 

(3) The added cost of bond interest 
to the state and local governments, 
which, according to the Treasury’s and 
other estimates, will be somewhat pro- 
portionate to the increased revenues, 
would be saddled quite largely on a 
group different from groups (1) and 


T To October 1938. 
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. (2); namely, on the local real estate 
taxpayer. 

(4) The present holders of tax- 
exempt bonds, who own securities for 
purposes other than taxe exemption, 
would be unjustly enriched should Con- 
gress tax future bond fssues. This fol- 
lows because of the great demand that 
would ensue for exempt securities, the 
decrease in volume of such securities, 
and the increase in price which present 
holders could realize. 

(5) The inequities that would arise 
from taxation of presently outstanding 
issues are too apparent and too violent 
to discuss even as a remote possibility. 

Considering all of these adjustments 
and all of these transfers of burdens, is 
the proposal worth-while or does it bring 
any greater degree of equity than now 
exists? l 


RECIPROCAL TAXATION 


The Treasury has suggested, although 
with some reservation, that even the lo- 
cal governments might get some recipro- 
cal benefit from state taxation of Fed- 
eral bonds. There are, however, only a 
few states in which any part of the state 
income tax is returned to the localities, 
and in several of these the amounts re- 
turned go entirely to the school districts. 
Past experience demonstrates that the 
states and the Federal Government do 
not often or willingly give back to the 
localities any taxes which the states and 
the Federal Government collect. State 
taxation of Federal instrumentalities 
might increase the revenues of the 
states, but no one has been able to 
demonstrate that there would be any 
corresponding benefit or any compensa- 
tion whatsoever to the local units of 
government. ° 

The Federal taxation of local govern- 
ment bonds involves too many readjust- 
ments to make it worth-while or desir- 
able. At the most critical time in their 
financial history, local governments 
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would have to readjust their whole ex- 
perieńce of borrowing. Furthermore, 
the effects of the reciprocal taxation, if 
it is granted, will be enjoyed unevenly 
among the states. ‘The states with ac- 
tumulatdj] wealth and with a heavy 
accumulation of taxpayers in the higher 
brackets will profit more than the poorer 
states where the residents will own few, 
if any, Federal bonds to be taxed by the 
states, 

The Social Security reserve also en- 
ters into the discussion. To the extent 
that the fund, originally estimated at 
$47,000,000,000, is retained, this re- 
serve will benefit by the future taxation 
of Federal, state, and local bonds. Since 
the interest rates on state, local, and 
Federal bonds will be higher, the Gov- 
ernment will therefore get a greater re- 
turn on the reserve through paying to 
itself, from money raised by taxation, a 
higher rate of interest on the bonds held 
in the reserve. Furthermore, if the Fed- 
eral debt is bought into the Social Se- 
curity reserve, it would not be taxable 
by the states and therefore the recipro- 
cal taxation of bonds by the Federal 
Government and the states would be 
meaningless. The Federal Government 
can thus withdraw from taxation its 
own debt, while subjecting state and lo- 
cal bonds to Federal taxation. Recipro- 
cal taxation would then become ineffec- 
tive in fact, although existing in theory. 


POLITICAL ASPECTS 


The political aspects of the Federal 
taxation of state and local securities are 
more important than the fiscal or eco- 
nomic effects. The taxation 6f state 
and local bonds by the Federal Govern- 
ment further centralizes governmental 
revenues and therefore authority in the 
Federal Government, with a consequent 
weakening of the fiscal powers of the 
local governments. Right at this time, 
the existence of our American democ- 
racy is an issue. A democracy exists 
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only on the basis of strong, im | ud 
units of government. And yet th’ pro- 
posal is just one step more toward abol- 
ishing the basis of our American democ- 
racy. There is"also a probability that 
the power to tax the income om state 
and local securities would also bring 
some control over the fiscal operations 
of these bodies, just as supervision of 
borrowing exercised by the Securities 
and Exchange Commission gives the 
Federal Government substantial power 
over private corporations. 

The Secretary of the Treasury, Mr. 
Henry Morgenthau, has urged the crea- 
tion of an outstanding commission to 
study Federal, state, and local fiscal re- 
lationships. No suggestion made by a 


Cabinet officer in the last decade has, 


greater merit. Would it not be reason- 
able, however, to study all phases of 
Federal, state, and local interdepend- 
ence before abolishing one of the most 
traditional relationships? 

Removal of the tax-exempt privilege 
from local bonds would complicate the 
problem of any local financing required 
in connection with the present defense 
program. Local government costs 
would be increased not only by the 
extent of their participation in the de- 
fense program, but also by the increased 
interest cost. At the same time, the 
Federal Government is greatly increas- 
ing the amount of federally owned tax- 
exempt properties and is imposing direct 
burdens for services in the areas where 
the defense program is concentrated. 


SUMMARY 


Theeproposal to tax the income from 
state and local securities ought to be 
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abandoned because: 

(1) Increased interest costs would be ° 
imposed on state and local governments 
without &ny compensating advantage to 
thé local gqvernments. 

(2) Refunding plans contemplated, 
or in progress» or financial sound, 
would be rendered impossible or un- 
profitable for cities, counties, and spe- 
cial levee, irrigation, and drainage dis- 
tricts. 

(3) Removal of the exemption would 
impose added burdens on some, grant 
unjust enrichment to others, and equita- 
bly redistribute only a minor part of 
present Federal taxes. 

(4) The states and localities would 
face new financing problems at a time 
when they are confronted by many 
other unceftainties because of defense, 
relief burdens, restrictive revenue laws, 
and added social responsibilities. 

(5) The reciprocal taxation of bonds 
by Federal, state, and local governments 
would be of little advantage to the lat- 
ter, and through operations of the So- 
cial Security reserve might be of little 
benefit to the states. 

(6) Finally, since the preservation of 
democratic government depends on the 
continued existence of virile units of 
local government, their existence should 
not be made more difficult by one more 
measure to deprive them of the means 
of existence. . 

Removal of the tax-exempt status of 
state and local bonds has only the 
doubtful argument of greater equity in 
its favor. Opposed to it are all the fis- 
cal, economic, and political arguments 
cited. Why approve a measure with so 
little to gain and so much to lose? 


Carl H. Chatters is executive director of the Munjci- 
pal Finance Officers Association of the United States 


and Canada. 


He is co-author (with A. M. Hillhouse) 


of “Local Government Debt Administration” (1939) 
and (with Irving Tenner) of “Municipal and Govern- 


mental Accounting” (1940). 


The Normal- Profits Tax 


MEI 


By Lewis H. KIMMEL 


* 
N THE Federal revenue acts and «in 
popular usage the normal-profits tax 
is referred to as the “corporation income 
tax." The latter title, however, is not 
sufficiently restrictive. "This is particu- 
larly true of the period during which the 
recent undistributed profits tax was ef- 
fective. In its original form in the Rev- 
enue Act of 1936, this tax was imposed 
as a surtax on undistributed earnings, 
and the regular income tax was desig- 
nated a normal tax. The use of “nor- 
mal-profits tax" in preference to “cor- 
poration income tax" serves àlso to 
sharpen the distinction between the tax- 
ation of profits as such and ‘tthe special 
levies on excess profits. 


RATE STRUCTURE 


For corporations with normal-tax net 
income of more than $25,000 the rate is 
24 per cent for taxable years beginning 
after December 31, 1939. The basic 


e 


rate established by the Second Revenue ' 


Act of 1940 is 22.1 per cent, but a spe- 
cial defense tax of 1,9 per cent, or 10 
per cent of the tax computed at the rate 
of 19 per cent provided by the First 
Revenue Act of 1940, was continued in 
effect. Corporations with normal-tax 
net income of slightly more than $25,- 
000 may pay an alternative tax of 
$3,775 plus 35 per cent of the amount 
in excess of $25,000. 

The basic rates for corporations with 
normal-tax net income of less than $25,- 
000 are 13.5 per cent on the first $5,000, 
15 per cent on the next $15,000, and 17 
per cent on the excess above $20,000. 
If the normal-tax net income is exactly 
$25,000, the tax 1s $3,775. A defense 
tax * of 10 per cent of the tax, as deter- 


1 Effective with respect to taxable years be- 
ginning after December 3i, 1939, and before 
January 1, 1945. 
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mined in accordance with these rates, is 
added. ese rates established by the 
First Revenue Act of 1940 were not af- 
fected by the Second Revenue Act of 
1940. 

In arriving at normal-tax net income, 
adjusted net income is first determined. 
Adjustéd net income is defined as net 
income less the credit for interest on 
obligations of the United States and its 
instrumentalities. From adjusted net 
income there is deducted the credit for 
dividends received, which is the lesser 
of: (1) 85 per cent of dividends re- 
ceived from taxable domestic corpora- 
tions, or (2) 85 per cent of adjusted 
net income. The result thus obtained 
is normal-tax net income. 

In recent years the rate structure for 
the normal-profits tax has lacked the 
simplicity it possessed prior to 1936. 
It should be noted, however, that the 
Revenue Acts of 1932 and 1934 pro- 
vided for special rates on corporations 
filing consolidated returns. In addition, 
the specific credit allowed corporations 
with net incomes of $25,000 or less? 
under the Revenue Act of 1928 and 
prior acts resulted in a moderate degree 
of progression in the effective rates ap- 
plicable to corporations with small net 
incomes. The Revenue Act 0of:1918 
established special rates for railroads, 
then under Federal control. Despite 
these and other exceptions, there is am- 
ple evidence that the present rate struc- 
ture lacks the simplicity of earlier, years. 

Frequent rate changes have charac- 
terized the development of the normal- 
profits tax. On several comparatively 
recent occasions, the rates established 
by one Act have been superseded by 


2 The specific credit under the Revenue Act 
of 1918 was not restricted to corporations 
with net incomes of $25,000 or less. 
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those in a later Act without be ming 
effective for a single income or taxable 
year. The progressive rate schedule in 


TABLE í—NonMar-PRorrzs Taxes PAY- 
ABLE FOR TAXABLE YEARS 1999-1938 . 


Taxes Payable* Per Cent 








Year in Thousands of 1929 
1929 .. $1,193,436 — 
1930 ... 711,704 59.6 
1931... 398,994 3394 
1932 ... 285,576 23.9 
1933 ... 416,093 34.9 
1934 ... 588,375 49.3 
1935 ... 710,156 59.5 
1936 ... 1,024,793 85.9 
1937 ... 1,056,939 88.6 
1938 ... 845,799 70.9 


* Because of changes in practice in allocat- 
ing certain fiscal-year and part-year returns, 
the data are not absolutely comparable for all 
years. See Statistics of Income, 1937, Pt. 2, p. 
33, footnote 4. 
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come of more than $25,000 have been , 


established by three successive revenue 


acts, yet in the latter part of 1940 it was 


not certain that the third and highest 
rate would become effective. 

Changes in the rate level were most 
pronounced in the first World War pe- 
riod and in the decade ending in 1940. 
In the decade ended in 1930, however, 
the rates were comparatively uniform. 
The highest rate in this period was 1344 
per cent, the lowest, 10 per cent. 


TAXES PAYABLE AND TAXES COLLECTED 


The data in Tables 1 and 2 suggest 
that the one outstanding weakness of 
the nognal-profits tax is extreme vari- 
ability in yield. From 1929 to 1932, 


e taxes payable declined from $1,193,- 


000,000 to'$286,000,000, or by 76 per 
cent. The rates for these years were 
11 per cent and 1394 per cent, respec- 


TABLE 2—RECEIPTS FROM THE NorMAL-Prorits Tax,* FiscaL YEARS 1930-1940 





Year Amount in Thousands 

Total Internal 

Revenue Taxes 
1930 . $1,263,414 41.6 
1931 .. 1,026,393 42.3 
1932 .. 629,566 40.4 
1933 .. . 394,218 24.3 
1934 .. 397,516 14.9 
1935 .. 572,118 17.3 
1936 .. 738,522 21.0 
1937 .. 1,056,923 | 22.1 
1938 .. 1,299,932 23.0 
1939 . 1,122,541 21.7 
1940 .. 1,120,582 21.0 


Per Cent of 


Total Internal 

Revenue Taxes, 

Exclusive of Pay 
Roll Taxes 


Total Federal Taxes 


— 34.8 
— 36.5 
— 33.3 
— 21.1 
— 13.3 
— . 15.7 
21.0 18.9 
24.1 20.6 
26.4 21.6 
25.3 20.4 
24.9 19.7 


* Inaludes receipts from the surtax on undistributed profits which were not reported 


separately. 


the Revenue Act of 1935 never became 
applicable, as it was replaced by the 
schedule in the Revenue Act of 1936. 
For the taxable year 1940, rates of 18 
per cent, 20.9 per cent, and 24 per cent 
for corporations with normal-tax net in- 


tively. The upward trend in“taxes pay- 
able from 1933 to 1937 was a reflection 
of increased rates and improved busi- 
ness conditions. 

Collections on a fiscal-year basis sedi: 
narily show smaller variation from year 
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, to year than taxes payable on profits re- 
ported for specific taxable years. Col- 
lections for a given fiscal year include 
taxes paid on account of profifs earned 
in at least two taxable years." The ex- 
tremes, therefore, are less pronounced. 
In the past four fiscal years the nor- 
mal-profits tax has produced on the 
average a little less than one-fifth of 
all Federal tax revenues. The percent- 
ages in Table 2 indicate an average of 
slightly over 20 per cent, but the data 
used included the surtax on undistrib- 
uted profits. Although in recent years 
the receipts from this tax represented a 
much smaller proportion of total Fed- 
eral tax revenues than prior to 1933, it 
has retained its position as a major com- 
ponent of the tax system. "The smaller 
proportion is primarily a' result of 
marked expansion in the number of tax 
sources. 


* 
BASIS FOR THE Tax 


The normal-profits tax has become a 
species of business tax. The evolution 
of the tax and the justifications offered 
for its imposition at various stages of 
its development will be briefly traced. 

For the taxable years 1913 to 1916 
. and also for 1918, the normal-profits tax 
was largely a device for collecting the 
normal income tax at the source. Nor- 
mal rates for corporations and individ- 


uals were identical, except for 1918. 


when the first $4,000 of taxable income 
of an individual was taxed at one-half 
the regular rate. 

With the approval of the Revenue 
Act of 1917, which provided for the first 
differential between the corporation and 
individual normal rates, additional justi- 
fications were offered for the normal- 
profits tax. Priog to the enactment of 
this measure, Senator Furnifold Sim- 
mons of North Carolina, Chairman of 


3 For example, taxes collected in the fiscal 
year ended June 30, 1940, were primarily on 
account of 1938 and 1939 earnings. 

* 
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he a Finance Committee, stated 
that d higher rate on corporations was 
justified 


because of the necesi dor a partial ad- 
justment n account of an alleged and ap- 
parent di&rimination against partnerships 
and individuals in favor of corporations in 
respect to surtaxes on incomes.* 


The need for increased revenue was 
also stressed by Senator Simmons. 

Since 1918 the normal rates applica- 
ble to corporation incomes have been 
uniformly higher than those for indi- 
vidual incomes. In discussing the rates 
established by the Revenue Act of 1918 
for taxable incomes of 1919 and later 
years, one observer stated that the dif- 
ference in rates 


may be regarded as the beginning of a 
differential rate as between earned and un- 
earned incomes, or, it may, if one prefer, 
be regarded as a continuance of the older 
tax on corporations, the new tax being 
added to the old one." 


The old tax was the corporation ex- 
cise of 1909, which was merged with the 
income tax in 1913. 

As dividends received from corpora- 
tions subject to tax were exempted to 
the shareholders until 1936, logically 
the normal-profits tax could be regarded 
to some extent as a medium for collec- 
tion at the source. Because of the rela- 
tive ineffectiveness of the special levies 
on corporations improperly accumulat- 
ing surplus, partial justification for a 
higher normal rate on corporation prof- 
its in the period 1919 to 1935, and 
again in the past few years, might ap- 
pear to be found in the fact tha? earn- 
ings were retained and did not become 
subject to individual surtaxes. At best 
this justification is rather weak. A dif- 

4 Congressional Record, 65th Cong., Ist 
Sess., Vol. 55, Pt. 6, p. 5966. 

5 C. C. Plehn, Introduction to Public Fi- 
nance (4th ed.; New York: The Macmillan 
Company, 1920), p. 282. 
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ferential between corporation anf indi- 
vidual normal rates could not acħieve a 
high degree of equity in the income tax 
structure. 

The differentiation between earned 
and unearned income is evenBless satis- 


factory as a justification for a high rate * 


on corporate profits, as compared with 
the individual normal rates. Certainly 
this distinction would be completely in- 
adequate as a basis for a substantial dif- 
ferential. 

In view of all the circumstances sur- 
rounding its development, the normal- 
profits tax may best be regarded as a 
species of business tax. In fact, the 
normal-profits tax has always possessed 
some of the elements of a tax on busi- 
ness. The tax imposed in 1913 replaced, 
a business tax—the corporation excise 
of 1909. Even though the 1913 tax was 
in part a device for collecting the nor- 
mal tax at the source, it was also to 
some extent a business tax. Since ad- 
justments on account of the exemption 
status of individual shareholders were 
not made, the profits taxes imposed im- 
mediately after the adoption of the Six- 
teenth Amendment could not be justi- 
fied solely on the basis of collection at 
the source. 

Justifications are frequently advanced 
after the taxes are imposed. Revenue 
requirements were the dominant reason 
for the extra rate applied to corporation 
profts by the Revenue Act of 1917. 
Similarly, revenue needs have been the 
major reason for the marked upward 
trend in rates since 1932. Although 
theoretical bases are significant, the fact 
remaims that revenue requirements must 
be ranked first among the reasons for 
the transition to a high-rate business 
tax. 


ATTAINMENT OF EQUITY AMONG 
CORPORATIONS 


With the basic rate for the normal- 
profits tax at a new high level, attain- 


ment of a high degree of equity is. 
of paramount importance. If equity 
among corporations is to be secured, it 
is „essential that all arbitrary elements 
in the determination of the tax base be 
eliminated. In addition, the tax law 
should not include any arbitrary fea- 
tures which result in discrimination be- 
tween corporations on the basis of such 
criteria as size and intercorporate rela- 
tionships. 

In the income tax law, profits and 
income are used interchangeably. Tax- 
ing the profits of a specific year when a 
corporation had experienced impairment 
of capital in earlier years in an amount 
larger .than the profits for the given 
year, is equivalent to taxing capital. 
The use of some period such as a year 
is obviously necessary in administering 
an income or profits tax, but the results 
of operations for a specific year should 
not be construed as comclusive evidence 
of taxability. 

As stated by Lutz: 


Profit means the accounting approxima- 
tion of the results of business operation in 
a particular transaction or over a given 
period such as a fiscal year. As such, it 
reveals nothing wleatever with respect to 
whether or not the enterprise has earned 
or produced income. Income means that 
yield or fruit or product of the business 
enterprise which can safely and properly 
be withdrawn from it without impairing 


‘the future capacity of the enterprise to 


produce income.® 


If this distinction between profit and 
income may be accepted, then in recent 
years the corporation tax has not been 
uniformly a tax on net income. Under 
the pressure of revenue requirements, 
carry-overs of business losses were elim- 
inated in 1933. Although the carry- 
over of net business losses into the third 
year was restored by the Revenue Act 


8 Harley L. Lutz, The Business Man’s Stake 
in Government Finance (California: Stanford 
University, 1940), p. 14. 
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of 1939, this merely means that the base 

for the tax more closely approximates 
net income. In the uncertain period 
ahead, an unlimited or a more liberal 
carry-over would seem desirable. The 
higher the rate of tax, the more impor- 
tant becomes adequaté provision for 
business losses, 

Limitation of the credit for corporate 
dividends to 85 per cent of the amount 
received also involves a problem in 
equity. Under the provisions now in 
effect, profits earned by and taxable at 
24 per cent to one corporation, which 
transfers the balance after normal- 
profits tax to a second corporation tax- 
able on its profits at 24 per cent, are 
in effect taxed at a rate of 26.7 per cent. 
Prior to 1935 a credit of 100 per cent 
of dividends received from corporations 
subject to tax was allowed.” The Rev- 
enue Act of 1935 reduced the credit to 
90 per cent, andein 1936 it was reduced 
to 85 per cent. This change in policy 
discriminated against profits earned by 
corporations owned in whole or in part 
by other corporations. It is in effect a 
regulatory element in the profits or in- 
come tax structure. Its importance is 
increased by discontinuance of the right 
to file consolidated returns. 


FILING oF CONSOLIDATED RETURNS 


Since 1934 the privilege of filing con- 
solidated returns has been granted only 
to railroad corporations. This change, 
combined with the abandonment of 
carry-overs for business losses, resulted 

in arbitrariness in the imposition of the 
tax on the earnings of large aggregations 
of capital invested in a number of affili- 
ated corporations. In extreme cases 
substantial taxes might be assessed, 
even though the entire group of cor- 
porations reported no net profit what- 


T This was the practice with respect to the 
taxable years 1917 and thereafter. 

8 Granted also to street and interurban rail- 
way corporations in 1936. 


eis merely one of degree. 


ever. ¿ This change was directed pri- 
marily against bigness. As in some 
instances it affected the form of the cor- 
porate structure, disconfinuance of the 
right to file consolidated returns may 
Be regardéd as a species of regulatory 
taxation. 

Consolidated returns are permitted in 
determining the base for the excess prof- 
its tax imposed by the Second Revenue 
Act of 1940. In this case, requirements 
of equity plainly necessitated granting 
the right to combine the returns of af- 
filiated corporations. Otherwise, nu- 
merous revisions in corporate structures 
would probably have occurred. The 
same consideration of equity applies to 
the normal-profits tax. The difference 
As has been 
stated: 


Consolidated returns should be not 
merely permitted but should be required 
whenever they will serve to reveal true 
net income, as when subsidiaries in effect 
constitute integral units in the business.® 


The problem is whether the normal- 
profits tax is to be based on profits 
earned under the existing corporate 
structure, or whether it is to be used as 
a device to influence the form of the 
corporate structure. Both the rate of 
24 per cent and recent yields suggest 
that the tax is imposed primarily for 
revenue. Inclusion in the law of fea- 
tures strongly regulatory in tendency is 
at best questionable. 


PREFERENTIAL RATES ON 
SMALL EARNINGS $ 


The practice of taxing net profits of 
corporations earning $25,000 or less at 
preferential rates is a fairly recent de- 
velopment, the basis for which is not 


? National Tax Association, "Final Report 
of the Committee of the National Tax Asso- 
ciation on Federal Taxation of Corporations," 
Proceedings, 1939, p. 559. 
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clear. To some extent it is a result of 
the anti-bigness approach to taxation. 
Some evidence exists that profits tend to 
increase more rapidly than the assets 
employed, but it is by no means conclu- 
sive. Even if it were, rate d@ferentiaks 
based on the amount of net income 
would not necessarily be justified. Each 
year many large corporations earn a 
low rate of return on invested capital, 
while numerous small corporations earn 
a high rate of return. The rate of profit 
is far more important than the amount. 
In this connection, it may be recalled 
that there are marked differences among 
industries in the size of the most eff- 
cient unit. "There is also an impor- 
tant geographical factor—e.g., the pro- 
nounced differences 
department stores because of variations 
in the size oi the communities served. 
The taxation of a large city store earn- 
ing $180,000, or 3 per cent on $6,000,- 
000, at a higher rate than a similar 
store in a small city earning $15,000, 
or 10 per cent on $150,000, seems in- 
defensible. Such inequities are in- 
evitable when rate differentials are 
based on the amount of net income. 


AMORTIZATION AND DEPRECIATION 


Special five-year amortization provi- 
sions in the Second Revenue Act of 
1940 will insure substantial equality for 
corporations that provide additional fa- 
cilities for the purpose of expediting the 
defense program. Regular allowances 
for depreciation should also be liberal- 
ized. Instead of enlarging their plants, 
manyeconcerns are operating double or 
triple shifts. Increasing the hours of 
operation of machinery and the use of 
relatively less skilled labor will mean 
more rapid depreciation. This condi- 
tion will have to be recognized if equity 
is to be attained between corporations 
providing new facilities and those using 
old facilities at an abnormal rate. 


in the size of : 
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THE TAX AND THE FEDERAL INCOME ° 
TAx STRUCTURE 


When'any changes in rates and other 
features axe made, Federal taxes ap- 
plicable to noncorporate profits and 
other sources of*income should be taken 
into account. Otherwise, even an ap- 
proximate balance in the income tax 
structure will not be attained. At the 
present time, profits earned by non- 
corporate business are taxed at only 4.4 
per cent, a rate much lower than the 
average rate applicable to profits of 
corporations earning less than $25,000. 
The entire earnings accruing to an indi- 
vidual owner or partner, however, are 
taken into account in determining sur- 
taxes. In the case of corporations, on 
the other ‘hand, only distributed earn- 
ings are considered in determining indi- 
vidual surtaxes. 

The problems involyed "in attaining 
approximate equity in the taxation of 
business profits, regardless of the form 
of organization, are decidedly difficult. 
In the present period of increasing rev- 
enue requirements their solution has be- 
come a matter of great importance. 
These problems hgve recently been con- 
sidered by a special committee ap- 
pointed by the National Tax Associa- 
tion.*° Despite the absence of complete 
agreement among the members of the 
Committee on the methods suggested for 
approaching this problem, the analysis 
and recommendations comprise a point 
of departure for further consideration. 
Experience under the undistributed 
profits tax of 1936 has indicated that 
this approach may produce undesirable 
results. A degree of uniformity among 
corporations was assumed that did not 


e 
10 The reader is referred to National Tax 
Association, “Final Report of the Committee 
of the National Tax Association on Federal 
Taxation of Corporations," Proceedings, 1939, 
pp. 538-561. In this article it is possible only 
to point out the existence of the problem. 
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exist. In proposing several alternative 

methods the Committee avoided this 
error, but whether or not approximate 
equity could be secured by the ‘methods 
proposed is a question that could prob- 
ably not be answered prior to their ap- 
plication. 


NoRMAL~PROFITS TAX AND THE 
TAX SYSTEM 


What is the proper place of the nor- 
mal-profits tax in the tax system of the 
immediate future? In a period of fre- 
quent changes in the tax structure, this 
is a key question. 

Since 1917 the normal-profits tax has 
been a basic element in the Federal tax 
structure. In the next few years the 
percentage of all Federal taxes based 
on income and profits that will be ob- 
tained from this source will doubtless 
decline because of the new excess profits 
tax, but it will semain a prominent ele- 
ment in both the income tax structure 
and in the Federal tax system. 

The data presented in a preceding 
section show that the normal-profits tax 
is decidedly unstable as a revenue 
source. As long as there are pro- 
nounced cyclical variations in business, 
it will retain this characteristic. Attain- 
ment of reasonable stability in the rev- 
enues requires that a substantial part 
of total revenues be obtained from more 
stable sources. Future requirements 
wil doubtless make it impossible to 
rely on this tax for the large proportions 
of revenues derived prior to 1932. 
Nevertheless, it appears certain that the 
normal-profits tax will remain a princi- 
pal component of the Federal tax sys- 
tem. Although highly variable in yield, 
it is not so unpredictable as the excess 
profits tax. e 

Annual receipts from the normal- 
profits tax are now well above $1,000,- 
000,000, and the trend is definitely up- 
ward. In the next few years the yield 
should exceed the previous peak of $1,- 
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logo 0,000 for the fiscal year 1927. If 
net profits comprising the base for the 
taxable year 1940 should approximate 
the level of 1937, or 39, 400,000,000, . 
the rates now in effect" would produce: 
4 revenu€ of more than $2,000,000,-. 
000.17 If net profits should equal the 
peak figure of $11,700,000,000,** for the 
taxable year 1929, present rates should 
produce a revenue of approximately 
$2,500,000,000.*4 

These estimates indicate the revenue 
possibilities of the present high rates in 
a period of increasing earnings. Com- 
parison with recent yields suggests that 
the normal-profits tax will play a lead- 
ing role in meeting the revenue require- 
ments incident to the defense program. 


OVERLAPPING USE OF THE PROFITS 
BASE 


A separate phase of the problem of 
profits taxation relates to the joint use 
of the profits base by Federal and state 
governments. This problem is perhaps 
inevitable under a system of dual sov- 
ereignties, particularly when govern- 
ments are confronted with pressing 
revenue requirements. Unfortunately, 
little has been done toward achieving a 
solution. Profits of business corpora- 
tions for 1940 will be taxed by New 
York at 6 per cent and by Pennsylvania 
at 7 per cent, if present rates remain in 


11 This figure is exclusive of net profits 
taken into account for the purpose of the 
excess profits tax only. 

12 It is assumed that the distribution of net 
profits between corporations earning over 
$25,000 and those earning $25,000 or less will 
be about the same as for 1937. ° 

13 Before deduction of prior year loss. 

14 If the basic rate should be increased by 
one-fourth, or to 30 per cent, suggested as a 
possibility by Senator George, the taxes pay- 
able at the 1937 level of profits would exceed 
$2,500,000,000, while at the 1929 level they 
would exceed $3,000,000,000. It would ap- 
pear that other adjustments in the tax system 
should precede any consideration of increased 
rates for this tax. 
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: ‘ 
effect. For corporations with substan- 


tial earnings, the aggregate ratds for 
"Federal and state profits taxes in these 
important industriàl states will approxi- 
mate 30 per cent. Various methods for 
avoiding duplication in the ule of the 


' same base have been suggested, but 


none has been accepted. 

A nàtional tax commission has been 
proposed as a means of solving this and 
other problems. 
revenue requirements arising from the 
defense program, a concerted effort to 
solve the problems resulting from over- 
lapping uses of tax bases has become 
more important than ever. It is hoped 
that this step will soon be taken. If it 
is not, the combined Federal, state, and 
local tax system may become much less 
a system than in the past. This com- 
mission would, of course, be assigned 
the task of examining the entire tax 
structure with a view to facilitating the 
equitable financing of the requirements 
imposed by the defense program. 

The efforts of the Federal Govern- 
ment towards the attainment of an 
equitable tax structure have not always 
been successful. The Committee pre- 


Because of the heavy- 
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viously quoted has stated that the gen- 
eral policy has been characterized by 
extreme variability and instability and 
that the' taxes have írequently been 
changed without adequate preliminary 
consideration and deliberation. 


* Vacillation of policy with respect to gen- 


eral objectives has been accompanied by 
conflict and confusion in the formulation 
of specific statutory provisions. Attempts 
to achieve mutually inconsistent ends have 
resulted in statutes ill-designed to accom- 
plish any clear-cut objective.!5 


Heavier tax burdens in the immediate 
future are a certainty. The national de- 
fense program implies that a larger part 
of the national income will be allocated 
to government. The normal-profits tax 


ə is an important element in the process 


by which government diverts a part of 
the social product to its use. These few 
basic facts suggest that there is no 
greater current need than continuous 
and careful study of the numerous prob- 
lems in the field of corporate taxation. 


15 National Tax Association, “Final Report 
of the Committee of the National Tax Asso- 
ciation on Federal Taxation of Corporations,” 
Proceedings, 1939, p. 577. 
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The Excess Profits Tax | 
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By ALFRED G. BUEHLER 
s 


N JULY 1, 1940, President Rotse- 
velt sent a specfal message to 
Congress recommending “the enactment 
of a steeply graduated excess profits tax, 
to be applied to all individuals and to 
all corporate organizations without dis- 
tinction.” He declared, in view of the 
great national effort to build up our de- 
fenses: “It is our duty to see that the 
burden is equitably distributed accord- 
ing to ability to pay so that a few do 
not gain from the sacrifices of the 
many.” 

Three months later the Second Reve- 
nue Act of 1940 was passed by Congress 
and was signed by the President. The 
law imposed a new tax upon excess prof- 
its without repealing the existing excess 
profits tax,'raiged the maximum rate of 
the normal-profits tax to 24 per cent, 
and provided for the amortization of the 
costs of the additional plant and equip- 
ment required in the production of de- 
fense materials for purposes of the nor- 
mal and the excess profits taxes. For 
both revenue and political reasons, it 
was deemed inexpedient to delay the 
passage of an excess profits tax while 
industry was receiving the benefit of a 
definite amortization allowance. 

On many sides it was agreed that the 
new excess profits tax was a stopgap and 
that it would require revision in the near 
future. The effects of the tax upon the 
business organization and the methods 
of corporate financing were uncertain, 
the possible revenues were a matter of 
conjectüre, and the administrative feasi- 
bility of some of its features was ques- 
tioned. " 

The discussion of the excess profits 
tax revealed that it was designed to 
raise revenues for national defense while 
preventing the rise of war millionaires 
by limiting the profits from munitions 
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and other industries. Phe recommenda- 
dion of tie President that the tax should - 
be applied to individuals as well as to 
corporations was ignored, in view of the 
steeply graduated tax on personal in- 
comes and the administrative and politi- 
cal problems which would arise in the 
taxation of small unincorporated enter- 
prises. While the tax was imposed only 
upon corporations, it was wisely ex- 
tended to cover profits throughout the 
field of industry in view of the revenue 
needs of the Government and the im- 
practicability of distinguishing profits 
arising directly from national defense 
from those indirectly related to it. 
Perhaps no tax presents more baffling 
problems in its theory and its admin- 
istration than an excess profits tax. Its 
complexities were soon apparent during 
the first World War in this and. other 
countries; and the present period of 
excess profits taxation promises to sup- 
ply additional evidence of the inherent 
difficulties arising in the definition of 
excess profits, the determination of tax 
liability, and the administration of the 
law. Here it will be possible to discuss 
only a few of the theoretical and prac- 
tical aspects of excess profits taxation. 


FEATURES OF THE NEW LAW 


The existing excess profits tax, intro- 
duced in 1933 as a supplement to the 
capital stock tax, was continued at a 
rate of 6.6 per cent upon profits repre- 
senting returns of 10 to 15 per,cent of 
the value of the capital stock and a rate 
of 13.2 per cent on profits in excess of 
15 per cent. The new excess profits tax 


1 Tn an article in THe ANNALS on the excess 
profits tax, Thomas S. Adams declared in 
1918: “The excess profits tax law itself fairly 
bristles with legal and administrative diffi- 
culties.” Vol. 75 (January 1918), p. 147. 
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was imposed upon excess profits over 
and above a flat exemption of $5,000, 
after deducting income taxes already 
paid, the dividends received from other 
corporations, lofig-term capital gains, 
and certain other items. The dkemptiore 
was defended as a device to free the Ad- 
ministration from attempting to collect 
taxes from numerous small enterprises. 
Corporations not having normal-tax net 
incomes over $25,000 were allowed to 
carry over from one year to the next 
the excess of their excess profits tax 
credits over their excess profits in the 
first year, as a further concession to 
small concerns. The rates of the new 
tax were graduated upward from 25 per 
cent of the first $20,000 of taxable ex- 
cess profits to 50 per cent of the taxable 
excess profits over $500,000. 

Assuming that no single measure of 
excess profits would be altogether satis- 
factory, Congress permitted the tax- 
payer to exercise the option of comput- 
ing excess profits by comparing the 
profits of the tax year with 95 per cent 
of the average annual profits of the four- 
year period 1936 through 1939, or to 
determine the rate of the return upon 
the investment and to consider earnings 
to be excessive when they were beyond 
8 per cent of the investment. H the 
average-earnings basis is employed, al- 
lowances are made for capital increases 
and decreases by adding 8 per cent of 
the net capital additions and deducting 
6 per cent of the net capital reductions. 
The lesser allowance for capital de- 
creases is suggested by English prece- 
dents. Accumulated earnings and bor- 
rowed eapital are disregarded in the use 
of the average-earnings basis. Where 
the Commissioner of Internal Revenue 
finds that neither average earnings nor 
the profit ratio is suitable for calculating 
excess profits, he may make such ad- 
justments as are deemed necessary. 

Personal service corporations, operat- 
ing in advertising and other fields, pre- 


sent peculiar problems because a high 
rate of earnings might be obtained from 
personal efforts without a large invest- 
ment. Tb avoid injustice to these cor- 
portitions, they are granted the privilege 
of being taxed'under the individual in- 


ecome tax ratherethan under the excess 


profits tax if the shareholders who are 
actively and regularly engaged in the 
business or profession own at least 70 
per cent in value of each class of stock. 
Both distributed and undistributed 
earnings will be subject to the personal 
income tax, but this will frequently be 
lower than the total of corporation prof- 
its taxes and will represent a concession 
to the personal service enterprises. 


THE AMORTIZATION PROVISION 


One of the most publicized features of 
the new and complex revenue law is the 
provision for the amortization, or de- 
duction, in determining both the normal 
and the excess profits tax liability, of 
the costs of new plant and equipment 
which are required for the fulfillment 
of contracts with the Government for 
defense materials. The amortization 
will occur over a five-year period at a 
rate of one-fifth of the costs of addi- 
tional plant and equipment each full 
year. The amortization principle was 
also recognized in the first World War. 
The 1918 law stated: “There shall be 
allowed a reasonable deduction for the 
amortization of such part of the cost of 
such facilities or vessels as has been 
borne by the taxpayer.” The new law 
substitutes a definite, fixed rate of amor- 
tization for the earlier “reasonable 
rate,” which was subject to administra- 
tive determination and could be de- 
cided many times only with great diffi- 
culty. 

It has been customary in American 
income taxation to allow “reasonable 
amounts,” as determined by engineering 
studies, for the depreciation and ob- 
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. Solescence of the productive facilities of 
. taxpayers, since it is recognized that 
the capital investment must be main- 
tained before any real profits may arise. 
The amortization provision establishes 
a definite rate of depreciation and ob- 
solescence instead of & rate that would 
be determined by the useful life of the 
new plant and equipment. At the end 
of five years the taxpayer is allowed no 
further amortization on investments 
where this deduction has already been 
taken. At any time, corporations may 
abandon the special amortization rate 
and instead take the usual deductions 
for depreciation and obsolescence, if 
they find this choice to their advantage. 
Since corporations have definite assur- 


ance of the rate of amortization, which, 


business apparently considers accepta- 
ble, the production of defense materials 
should not, bog down because of uncer- 
tainties over the rate. 


THE VALUATION OF INVESTMENTS 


The Second Revenue Act of 1940 per- 
mits corporations to determine their lia- 
bility for the new excess profits tax with 
reference to either the rate of the return 
upon the investment or the average 
earnings. The first method calls for a 
valuation of the investment, or the 
equity invested capital and one-half of 
the borrowed capital. The equity in- 
vested capital comprises money or prop- 
erty paid in for stock, as paid-in sur- 
plus, or as a contribution to capital and 
accumulated earnings. Borrowed capi- 
tal includes indebtedness as shown by 
bonds, notes, bills of exchange, deben- 
tures, certificates of indebtedness, mort- 
gages, or deeds of trust; that is, by 
written documents. The underlying 
principle is the determination of all of 
the equity and one-half of the borrowed 
capital invested in the business with 
reference to the actual amounts paid in 
or borrowed, and not the estimation of 


* 


THE ANNALS or THE AMERICAN ACADEMY 


the cash or reproduction value. Where 
the ihvestment cannot be ascertained by 
the usual procedure, the Commissioner 
of Internal Revenue js authorized to 
apply special rules. * The valuation 
‘process fs intended to be much simpler 
than the valuation of investments in the 
first World War era. 

The corporation is required to com- 
pute its average daily equity and bor- 
rowed capital if the tax is based upon 
the rate of the return. An averaging of 
the capital will be simple where it is 
constant or practically so, as it may be 
for equity capital and certain types of 
borrowed capital, but it may be greatly 
complicated in those instances where the 
amounts of borrowed capital fluctuate 
considerably. If the averaging of the 
investment proves feasible, it will have 
the advantage of presenting a more ac- 
curate picture of the investment than 
valuation upon a certain day. 

A characteristic feature of American 
excess profits taxation in the past has 
been the reliance upon the rate of the 
return upon the investment as the key 
to the determination of excess profits. 
It is logical to relate the rate of the tax 
to the rate of return, which is probably 
the most suitable index in theory of the 
collective capacity of a corporation to 
pay taxes if the earnings over a period 
of several years are considered, with a 
full allowance for losses. The highest 
tax rates will then fall upon the most 
successful concerns and the unsuccessful 
ones will then pay no tax. The total 
earnings, strictly speaking, are not an 
indication of excessive profits, which are 
really obtained only if the rate of re- 
turn is excessive. A tax graduated ac- 
cording to the rate of the return would 
be especially appropriate for the taxa- 
tion of monopolies which exploit the 
public for earnings of 50 or 100 per 
cent of their investment through their 
control of prices. 

A serious objection to a tax upon 


Tur Éxcrss-Pnorrrs TAX 


profits as related to the value of the in- 
‘vestment thus far has been the dis- 
heartening difficulty of discovering that 
value. Some rate of return, as 6 or 8 
_-per cent, may arbitrarily be named as 
` the normal profit ratio in the absence of 
evidence indicating normal ratios, but a 
fair valuation of corporate investments 
is not to be reached by such a simple 
procedure. Shall the value of the in- 
vestment comprise only the investment 
of the common stockholders, or should 
the capital obtained from preferred 
stock and írom loans be included? 
Shall the value be the cost of the plant 
and equipment, with allowances for de- 
preciation, obsolescence, capital with- 
drawals, and capital additions, or shall 
it be the market value or the cost of 
reproduction? Shall the value be modi- 
fied to reflect changes in the purchasing 
power of the money and property placed 
in the business, or shall the value be 
expressed in the number of dollars in- 
vested without regard for variations in 
their purchasing power? These and 
other baffling questions, involving the- 
oretical, legal, and' administrative com- 
plications, must be answered satisfac- 
torily if an excess profits tax is to be 
collected effectively over a period of 
years. 

The rates of return upon investments 
also vary from year to year, from in- 
dustry to industry, and from enterprise 
to enterprise. Unless the varying for- 
tunes of an establishment are considered 
by averaging its rates of return over a 
period of several years, it may be taxed 
unfairly in years of extreme prosperity 
because the years of adversity are ig- 
nored. During war emergencies, when 
quick revenues must be obtained and 
niceties of justice appear secondary, an 
excess profits tax may be paid with 
patriotic loyalty, but the fundamental 
problems arising in the attempt to de- 
fine excess profits and tax them without 
grave inequalities and serious restric- 
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tions upon enterprise must be faced i. 
the tax is long to remain. 


‘BORROWED CAPITAL 


The treatinent of borrowed capital in 
computing corporate investments for the 
*excess profits fax presents puzzling 
problems. Borrowed capital might be 
disregarded completely, as it was in 
most of our previous excess profits 
taxes, and interest could be deducted in 
determining taxable profits. Another 
approach would be to include all bor- 
rowed capital and then to count interest 
upon it as income. In the 1940 law, a 
compromise was reached between these 
two possibilities by arbitrarily consid- 
ering one-half of the borrowed capital 
ein the investment and one-half of the 
interest In income. 

Those who argue for the inclusion of 
borrowed capital and interest suggest 
such capital represents am investment of 
the creditors and should properly be 
considered. Most of the representatives 
of business who appeared in the Con- 
gressional hearings on the new excess 
profits tax and expressed an opinion 
upon the desirability of including bor- 
rowed capital and *«nterest upon it fa- 
vored their inclusion, apparently with 
the conviction that the result, in numer- 
ous instances, would be to broaden the 
investment base, reduce the profit ratio, 
and lower the tax. * The Treasury con- 
tended that small corporations have 
more difficulty in raising capital than 
the large ones, and that they usually 
pay a higher rate of-interest upon their 
loans. Consequently a concession was 
sought which would permit small cor- 
porations to include all of their bor- 
rowed capital, while the larger corpora- 
tions would be permitted to count only 
a fraction of their borrowed funds. 

It should be noted that a corporation 
with high interest rates, if interest is de- 
ducted as an expense in ascertaining the 
profits, will have an interest deduction 


90 


correspondingly high, to the extent that 
total interest charges are increased, 
which will reduce the taxable profits and 
the amount of tax. The $5,000 exemp- 
tion, moreover, not only facilitates the 
tax administration by limiting the tax 
to the larger concerns? but it also gives 
complete exemption from tax to the 
smallest concerns. A special credit 
carry-over is also granted to corpora- 
tions with normal-tax net incomes not 
over $25,000. If the rates of return 
upon investments were averaged over 
several years, discriminations against 
small and other corporations with highly 
variable earnings and with relatively 
large indebtedness would be ,removed 
and their taxes would frequently be 
lowered. 


A further argument which has been 


advanced for the inclusion of borrowed 
capital in,the value of the investment 
and interest im the total income is that 
an excess profits tax is impersonal, that 
‘an enterprise should be taxed as a unit, 
and that no distinction should be made 
between borrowed funds and equity cap- 
ital. The tax would still be impersonal, 
however, if it were imposed solely with 
reference to the rate of the return upon 
the capital supplied by the preferred 
and common stockholders together or 
only upon the investment of the com- 
mon stockholders, since no adjustments 
would be made for the personal status 
of the taxpayers but all would be taxed 
at the same rate. 

If the purpose of an excess profits tax 
is to reach excessive profits, should it 
not be placed upon the group receiving 
those profits, which would generally be 
the common stockholders? The rate of 
return received by the common stock- 
holders reflects the interest charges and 
other expenses of the business. It will 
be high when a large surplus, relative to 
the shareholders! investment, remains 
over and above all expenses and will 
then be subject to a high tax. If in- 
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terest charges are relatively high, the 


taxable profits will tend to be relatively 
low and a light tax will be payable, un- 
less the clear earnings in excess of all 
costs indicate a high rate of return. 

If the’ administration would be feasi- 
ble, much might be said for distinguish- 
ing the investments of the creditors, the 
preferred stockholders, and the common 
stockholders according to the rates of 
returp received upon their respective 
investments. If a creditor receives 10 
or 15 per cent upon an investment and 
the normal rate of return is considered 
to be 8 per cent, excessive income is 
obtained and an excess profits tax 
should be collected. This suggestion 
implies legal difficulties, to be sure, but 
it is pertinent since an answer. to it 
should be helpful in deciding whether or 
not borrowed capital should be included 
in the investment on which the rate of 
the return is figured. Since the excess 
profits tax presumably reduces the net 
income of the common stockholders and 
rests upon them, it would appear logical 
to consider only their capital in comput- 
ing the rate of return. If the tax rate 
is regarded as too heavy, then let it be 
reduced directly and not under cover by 
counting in borrowed funds. If the pre- 
ferred stockholders and the creditors re- 
ceive excessive rates of return, then let 
the Government devise a method of im- 
posing excess profits taxes upon: them. 
One might argue here that it would be 
just as sensible to count the wages, sal- 
aries, and other expenses in determining 
excess profits as it is to include interest. 
One proposal which has recently been 
offered, indeed, would relate the taxable 
profits to the total receipts of the busi- 
ness, and excess profits would arise 
when the profits surpassed a certain per- 
centage of the receipts.? 


2 See the statement of Mr. John Benson in 
Senate Committee on Finance, Hearings on 
the Second Revenue Act of 1940, 76th Cong., 
3rd Sess, pp. 13-14. 
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THE AVERAGE-EARNINGS BASIS 


If a corporation wishes, it may com- 
pute its excess profits by comparing its 
income in the tax year with 95 per cent 
of its average income in the four years’ 
1936 through 1939. The average- 
earnings standard was employed as the 
basic method of determining excess 
profits in England during the first 
World War and is continued ag the 
basic procedure in the present English 
excess profits tax, except for new cor- 
porations, which are taxed with refer- 
ence to the rates of return upon their 
investments. The principle was also 
followed to some extent in our earlier 
‘excess profits tax during the first World 
War. 

The average-earnings base is simple, 
the tax liability is definitely known as 
soon as net income is determined, and 
there is less prospect of litigation over 
the amount of the tax due than when 
the capital must be valued. If the av- 
erage-earnings basis may be followed 
exclusively it avoids the grave admin- 
istrative problems of the tax upon the 
rate of the return. It may, moreover, 
be the only feasible method of reaching 
personal service corporations and other 
undertakings where the profits are ob- 
tained primarily from personal ability 
rather than from a large investment. 
The cause of the solicitude shown in 
the recent discussion for earned profits 
as distinguished from profits upon capi- 
tal might be removed by either averag- 
ing the earnings over a period of several 
years long enough to allow for the tem- 
porary source of income or by taxing 
these profits under the personal income 
tax, as the law permits. 

The average-earnings basis, however, 
is far from perfect as a standard for 
determining excessive profits. As al- 
ready stated, this method disregards the 
rate of the return upon the investment. 
If a corporation should be fortunate 
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enough to have a high average rate of 
return in the base period, it might not 
be liable for an excess profits tax at all 
merely because its total earnings sub- 
sequently were no larger than its basic 
earnings, yet it could be earning 50 or 
e100 per cent up&n its investment. If 
the average-earnings basis is employed, 
several years should be considered since 
one normal year can hardly be found 
for all taxpayers. The corporations 
complained repeatedly in the Congres- 
sional hearings on the new excess profits 
tax that the period 1936-1939 was not 
normal and that many corporations suf- 
fered abnormally low earnings in that 
period. ,Regardless of the accuracy of 
this statement, it reflects the difficulty 
of securing a period which will generally 
be accepted 'as normal. 

The average-earnings basis will not 
be appropriate for new corpgrations or 
for corporations with important addi- 
tions to or subtractions from their capi- 
tal. Hence it is proper to provide for 
the computation of the tax with refer- 
ence to the capital investment in such 
cases. 

Since corporations have the option 
under the 1940 laweto be taxed accord- 
ing to either the average-earnings or the 
rate-of-return basis, it will be desirable 
for them, where it is practicable, to 
compute their tax both ways and to 
select the option which will result in the 
lower tax. Where this comparison is 
made, however, the corporation will 
necessarily bear the expense of the dou- 
ble tax calculation and it will not be 
altogether free from the bugbear of 
valuing its investment. Where there 
is little or no evident prospect of tax 
reduction, corporations may immedi- 
ately choose the average-earnings basis 
and not attempt to value their invest- 
ment in order to avoid the complications 
of the valuation. 

The average-earnings basis will re- 
sult in liability for excess profits taxa- 
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tion where the margin of income of 
the tax year over the average base year 
exceeds the credits allowed, even though 
the increase in profits may merely re- 
flect the rising level of prites in a busi- 
ness boom or be proportionately less 
than the price advance. A tax may be 
due even if the profits are only paper 
profits in the sense that they offset or 
partially offset the loss in the purchas- 
ing power of the capital investment 
which accompanies the advancing prices. 
The only manner in which this prob- 
lem could be met would be by relating 
the tax to changes in the purchasing 
power of the dollar. 


* 
REVENUE POSSIBILITIES 


Before concluding the discussion of, 
the excess profits tax, its revenue possi- 
bilities may be noted. It was a source 
of huge reyenues in this and other coun- 
tries during the first World War. The 
returns from our war and excess profits 
taxes soared to over $2,500,000,000 in 
1918, then declined rapidly after the 
war and fell to $335,000,000 in 1921.* 
Great Britain also procured very sub- 
stantial revenues from her war and ex- 
cess profits taxese The maximum of 
£289,000,000 was attained in 1919- 
1920. By 1921—1922, collections had 
dwindled to £29,000,000.* 

The revenues from the first World 
War excess profits taxes were tremen- 
dous because of the imposition of high 
tax rates upon large inflationary profits. 
The American tax of 1918 was levied at 
rates graduated upward to 80 per cent 
on profits in excess of $3,000 and above 
a return of 8 per cent upon investments. 
The maximum rate of the British tax 
also reached 80 per cent in the 1917 


3 From Senate Finance Committee, Hearings 
on ihe Revenue Act of 1935, 74th Cong., 1st 
Sess., p. 22. 

4From Report of the Committee on Na- 
tional Debt and Taxation, Cmd 2800, 1927, p. 
73. 


law. In the United States, the war 
boom was well under way when the ex- 
cess profits tax was introduced, the 
rates of the normal profits and the per- 
sonal income taxes were relatively low, 
and thé ratio of taxation to the na- 
tional income was much lower than it 
is at present. Unless profits rise to a 
much higher level as the armament 
boom spreads, the opportunities now for 
revenue are less promising than they 
were in the earlier period. 

The Treasury has estimated that the 
new excess profits tax may supply 
$522,000,000 in the fiscal year 1942. 
The increase in the normal-profits tax 
to 24 per cent will also provide very 
substantial increases in revenue. At 
best, the excess. profits tax will cover 
only a small part of the armament costs, 
unless the business boom should rise to 
spectacular proportions. The rates may 
be advanced in an effort to secure more 
revenues. England has, indeed, raised 
her tax rate to 100 per cent. 

Experience with the excess profits tax 
shows that it will yield extremely large 
revenues under favorable conditions, 
but that it is unstable and will suffer 
sharply declining collections as pros- 
perity gives way to depression. The 
drop in receipts after the first World 
War was attributed to the general eco- 
nomic collapse, the increasing tax avoid- 
ance and evasion, and lower tax rates. 
Shortly after the War, national govern- 
ments commonly allowed their excess 
profits taxes to expire because of their 
growing unpopularity. The taxes were 
denounced for encouraging overcapital- 
ization, for their harsh burdens? and for 
their perplexing administrative prob- 
lems.’ 

During the 1930’s the excess profits 
tax was employed in several countries 


5 Note the comments of the succeeding Sec- 
retaries of the Treasury in their Annual Re- 
ports. See 1918, pp. 46-47; 1919, pp. 23-24; 
1920, pp. 32, 38-39; and 1921, pp. 9, 21. 
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for incidental revenues, including the 
United States, where the tax was not 
an excess profits tax in the strict sense 
because there was no serious attempt to 
secure accurate ‘appraisals of corporate 
' Investments. Instead, corporations were 
permitted to set any ‘value they wished 
for their capital stock, subject to later 
revision. for capital additions and with- 
drawals. The yield of our excess profits 
tax was only $18,500,000 in 1940., The 
Treasury conceded a few years ago that 
serious administrative difficulties would 
arise if effective collection of the tax 
were attempted,® and implied later that 
the only important virtue of the tax 
was its revenue, which was not great.’ 

In spite of the complexities, inequali- 
ties, and many serious problems of ex- 
cess profits taxation, it may properly be 
regarded as an emergency revenue dur- 
ing the present crisis to supplement the 
normal-profits tax and the personal in- 

. $ See the comments of the Commissioner of 

Internal Revenue and the General Counsel of 
the : Treasury before the Ways and Means 
Committee of the House of Representatives, 
Hearings on ihe Revenue Act of 1936, 74th 
Cong., 2nd Sess., pp. 24, 606. 

T Note the remarks of Under-Secretary Ma- 
gill, Ways and Means Committee, Hearings on 
Revision of Revenue Laws, 1938, 75th Cong., 
3rd Sess, p. 105, and of Secretary Morgen- 
thau, ibid. Hearings on Revenue Revision, 
1939, 76th Cong., Ist Sess., pp. 5-6. 
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come tax, and it may also be useful in 
limiting the profits remaining to the 
owners of corporations arising during 
an inflationary boom. ‘This form of 
taxation is tow being widely employed 
among the various nations as an impor- 
etant part of their programs of war 
financing. 

The role of the excess profits tax in 
peacetime is not so readily predicted, 
since its continued use will depend upon 
the revenues it will provide, the feasi- 
bility of defining and taxing excess prof- 
its, the repercussions upon the economic 
organization, the willingness of the na- 
tion to struggle with its inherent prob- 
lems, and the patience of the Admin- 
istration and the taxpayers to endure 
, the tax while solutions are being sought 
” for its many problems. After the first 
World War, the discouraging difficulties 
of the excess profits tax eventually were 
the cause of its decline sand disappear- 
ance in many countries. In the mean- 
time, as experience with income and 
profits taxation was gained in the 
United States and elsewhere, as revenue 
needs became more urgent, and as de- 
mands arose for regulatory tax meas- 
ures, there was a tendency, which the 
present war has accelerated, again to 
attempt to overcome the obstacles to 
successful excess profits taxation. 


Alfred G. Buehler, Ph.D., is associate professor of 
public finance in the Wharton School of Finance and 
Commerce of the University of Pennsylvania, Phila- 


delphia. 


He is the author of “Public Finance” (2nd 


ed., 1940), “The Undistributed Profits Tax" (1937), 
“General Sales Taxation” (1932), and of contributions 


to various periodicals. 


Death and Gift Taxes 


«By Marx C. Mitts 


. e 
N ANY program designed to raise „have beeg quite consistently the subject 


additional revenue for defense it is 
logical to give consideration to death 
and gift taxes. Under normal condi- 
tions, they constitute a dependable if 
not major source of Federal revenue, 
the estate tax yielding in 1939, $332,- 
279,613 and the gift tax $28,435,597. 
In general, too, it may be said that 
these taxes occupy a more prominent 
place in the fiscal systems of the world 
than they did at the time of the last 
war. The forces which have “stressed 
the ability-to-pay theory and the growth 
of the income tax have also encouraged 
the development of death taxes. There 
is precedent, too, both in the past his- 
tory of thé United States and of other 
countries, for Increased emphasis upon 
their use in times of war and in other 
periods of fiscal emergency. This has 
happened not only because of the need 
for additional revenue in time of war or 
threatened war, but also because the 
public is likely to be particularly sensi- 
tive to the inequalify of wealth and in- 
come that grows out of the disturbed 
conditions of war and preparation for 
war. 

The current Federal excess profits 
legislation shows that there is in this 
country at the present time a strong 
feeling that neither defense nor war 
should result in large numbers of new 
millionaires. The heightened interest in 
death taxes, which causes them to oc- 
cupy a more important position than 
they did twenty-five years ago, came 
primarily after the World War and was 
a reflection of tHe pressure of social re- 
form as much as it was of the need for 
revenue. In fact, so great has been the 
emphasis upon the social and economic 
reform aspects of death taxes that they 
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of more discussion than their impor- 
tance as a source of revenue has war- 
ranted. 

Our purpose, however, is to consider 
the revenue aspects of death and gift 
taxes*as they relate to the fiscal emer- 
gency created by the defense program, 
and in order to evaluate the present sit- 
uation it may be helpful to review very 
briefly the history of the use of death 
taxes by the Federal Government ‘in the 
past. 


History or FEDERAL DEATH TAXES 


Federal taxation of inheritances be- 
gan in 1798 with a stamp duty on re- 
ceipts given for the payment of bequests 
or shares of intestate estates. Although 
passed as a means of raising much- 
needed additional revenue, it proved un- 
important from this standpoint and the 
Act was repealed four years later, in 
1802. 

Estate taxation began nearly sixty 
years later when, in the period of fiscal 
emergency at the opening of the Civil 
War, Secretary Chase recommended a 
death tax as a new source of revenue. 
The law was patterned somewhat after 
the English model of that time. In sub- 
stance, it was a tax applying to personal 
property only. The tax rates were grad- 
uated according to the relationship be- 
tween the beneficiary and the decedent: 
they were proportional to the amount of 
the share. Actual collections, however, 
were far short of the anticipated reve- 
nues and amounted to only $56,592.61 
in 1862 and $311,161.02 in 1863, in- 
stead of the hoped-for annual $1,000,- 
000. The law was eventually expanded 
to include transfers of real property and 
the rates were raised, but the estate tax 
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never became a major-source of war rev- 
enue and was repealed in 1870. The 
ill-fated income tax law of 1894 included 
provision for a 2 per cent tax on inher- 
itances as income, but the whole law 
was declared unconstitutional before it 
went into effect. 

It was need of war revenue that once 
again brought the inheritance tax into 
the Federal tax program. In the Reve- 
nue Bill of 1898, there was included a 
tax graduated as to the relationship be- 
tween decedent and beneficiaries and 
with progressive rates depending upon 
the size of the decedent’s total estate. 
Before its repeal in 1902, the tax had 
become an ordinary inheritance tax be- 
cause the courts had ruled that the pro- 
gression must apply upon the shares of 
the individual beneficiaries. In 1901, 
the year before its repeal, the yield was 
only $5,200,000. 

In the interim between the Spanish- 
American War and the first World War, 
inheritance taxes were becoming widely 


used by the states, and there was a 


strong movement for the adoption of a 
Federal tax on grounds related to social 
control and the redistribution of wealth. 
The arguments used by such diverse 
advocates as Theodore Roosevelt and 
Andrew Carnegie were chiefly nonfiscal. 

It was, however, the need of more 
revenue to aid in the defense program 
that, together with other arguments, led 
to the adoption of the Federal Estate 
Tax of 1916. And it is this law, many 
times amended, that furnishes the basis 
of the present tax. The 1916 law was 
an estate tax with an exemption of $50,- 
. 000 anda rate schedule of from 1 to 10 
per cent. Subsequent amendments have 
increased the rates and sharpened the 
progression. In 1924, a maximum rate 
of 40 per cent was applied to the excess 
of an estate over $10,000,000. To pro- 
tect the state tax revenues, it was also 
provided that state inheritance tax pay- 
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ments be credited against the Federal , 

tax up to 25 per cent of the Federal tax. 
In 1926, more conservative views pre- 

vailed and the rate schedule was low- 
d s 

ered, the mdximum being reduced from 

40 to 20 per cent, and the exemption 


‘was raised from’ $50,000 to $100,000. 


Credit for the state death tax payments 
was at the same time raised from 25 to 
80 per cent. ‘‘Depression-born neces- 
sity" caused the estate tax exemption to 
be lowered to $50,000 in 1932 and to 
$40,000 in 1935. However, the 80 per 
cent credit against the Federal tax for 
the payment of state death taxes applies 
only to that part of the tax calculated 
under the 1926 law, and does not apply 
to the supplementary taxes due to the 


e higher rates adopted subsequent to 


1926. In the 1935 law, the rate which 
apples to the excess of the taxable 
estate over $50,000,000 wag raised to 
70 per cent. ° 


FEDERAL Girr TAx 


A discussion of Federal death tax his- 
tory would be incomplete without men- 
tion of the gift tax. After long agita- 
tion, a Federal gift tax was enacted in 
1924. This tax applied when the sum 
total of gifts made in the course of a 
year exceeded $50,000, and the rates 
were progressive ranging from 1 per 
cent on the first taxable $50,000 to 40 
per cent on the extess of $10,000,000. 
With the amendment of the gift tax in 
1932, the rate schedule was set at ex- 
actly three-fourths that of the estate tax 
on the theory that the earlier payment 
of the gift tax made the ultimate bur- 
den of the two taxes even. Thus when 
the estate duties were raised in 1934, 
and in 1935, those of the gift taxes were 
raised accordingly. ‘The returns from 
the tax were larger than generally an- 
ticipated, yielding $72,000,000 in 1935, 
$160,000,000 in 1936, and $24,000,000 
in 1937. 
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STATE DEATH AND GIFT TAXES 


The inheritance tax is eyen more 
firmly established in the fiscal systems 
of the states than it is in ‘the Federal 
Government, but even here one is im- 


pressed with the apparent hesitancy * 


with which it was adopted as a perma- 
nent part of the tax system. The first 
state tax of the modern type was intro- 
duced by Pennsylvania in 1832. This 
was followed by other states, but after 
a period of experimentation most of 
these laws were abandoned and the first 
tax to become permanent was the New 
York inheritance tax law passed in 
1885. This marked the transition from 
the old order. The law was carefully 
drawn and administered and acted as a 
model for other states. Whereas in the 
earlier laws proportional rates had gen- 
erally been, used, they now became the 
exception. Inethe early years of the 
present century, there were many 
changes in the inheritance laws of the 
various states and many jurisdictional 
disputes. These disputes have, of 
course, not been entirely eliminated, but 
the situation is much better than it was 
formerly. * 

At the present time, only Nevada out 
of the 48 states and the District of Co- 
lumbia does not impose some sort of 
death tax. Both inheritance and estate 
taxes are used in 27states. Where both 
are used, the estate tax serves to recover 
for the state the full amount of the 80 
per cent Federal offset. Inheritance 
taxes alone are used in 6 states and es- 
tate taxes only are imposed in 9. In- 
heritance, estate, and gift taxes together 
are used in 5 states, and a single state, 
Oregon, imposes an inheritance tax and 
a gift tax but no estate tax. Oregon is 
also exceptional in that it classifies ben- 
eficiaries for the inheritance tax with a 
rate schedule applicable to each class, 
but levies the gift tax without the classi- 
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fication of the donees. In the other five 
states using gift taxes, the rates and 
classifications are substantially the same 
as those used in their respective inher- 
itance taxes, with some variation in the 
exemptions. The combined yield from 
all types of inheritance, estate, and gift 
taxes used by the states was, in 1938, 
$145,000,000. 


BRITISH AND FRENCH EXPERIENCE 


In considering the use of death taxes 
as a source of emergency revenue it is 
natural to consider British experience as 
well as our own, particularly since it is 
in Great Britain that death taxes have 
been longest and most intensively used. 
The 1914-1920 war budgets of Great 
Britain provided for little additional 
revenue from the inheritance tax, which 
produced in 1917 only £30,262,000 as 
compared with the prewar figure of 
£27,359,000 in 1913. Due to the great 
increase in revenues from other sources, 
the percentage of the total revenues col- 
lected dropped from 13.8 per cent in 
1913 to 3.41 per cent in 1917.1 

After the war, however, the difficulties 
of fiscal readjustment and the imminent 
possibility of a capital levy turned at- 
tention once again to death duties, and 
in the two decades following the war 
revenues from this source virtually tri- 
pled. While in 1913 total revenues 
from this tax were approximately £27,- 
400,000, in 1920 the returns jumped to 
£42,200,000, in 1930 to £83,100,000, 
and in 1936 to £87,900,000.2 In 1939, 
at the beginning of the present war, the 
British death tax rates were raised 10 
per cent. ? 

The pattern of the rise of the inher- 


iWiliam J. Shultz, The Taxation of In- 
heritance (Boston: Houghton Mifflin Co., 
1926), p. 72. 

2Sir Josiah Stamp, Taxation During the 
War (London: Oxford University Press, 
1932), pp. 135, 249. 
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itance tax in England was closely paral- 
leled by that of France. In 1917, the 
Left of the Chamber succeeded in pass- 
ing a sharply progressive succession 
duty and obtafhed revenues roughly of 
Fr. 365,657,000 in 1918. Tfe Finance 
Act of June 25, 1921, following the ex- 
ample of England, included a sharp in- 
crease in the rates of both the inher- 
itance tax and the £axe successoriale. 
In 1924, the rates of both taxes were 
raised one-fifth. The revenue obtained 
from these two taxes was Fr. 1,399,- 
352,000 in 1924, more than tripling the 
1918 figure. Much the same develop- 
ment occurred in Germany, Italy, and 
Belgium, all of which have raised their 
inheritance tax rates, resulting in cor- 
respondingly increased revenues.? 


Present budgetary figures of the" 


countries now at war seem to lend more 
weight to this trend of the growing im- 
portance of the inheritance tax as a 
source of revenue. Consequently, in 
considering revenue needs in the present 
defense emergency in the light of World 
War experience, it is important to note 
the growth and changed position of 
death taxes in modern tax structures in 
the period since the War. 


PROBLEMS AND NONREVENUE ASPECTS 


Even though one is primarily con- 
cerned with the yield of death taxes 
during the period of fiscal emergency, 
certain problems both of fiscal theory 
and of administrative practicality are 
raised. In the first place, from a purely 
fiscal point of view, death taxes are not 
ideallye adapted to raising revenue 
quickly in times of emergency. The 
settlement of large estates takes many 
years, and even small estates require a 
year or two to affect revenues to any 
great degree. ‘The estate tax has been 
characterized as “poor and small in 
yield, sluggish in response to changes, 

8 Shultz, op. cit., pp. 72-97. 


and least adapted of all modern taxes, 
to emergency use." * 

In the United States, the situation is 
also greatly complicated by the use of 
déath taxe by both the Federal Gov- 
ernment and the states. If there should 
be an attempt at a clarification of the 
situation and a thoroughgoing integra- 
tion of the Federal and state tax sys- 
tems, the question of whether the Fed- 
eral Government or the state govern- 
ments should give up the inheritance tax 
would arise. In the past, the states 
have stressed the fact that inheritance 
was a matter subject to state and local 
control and that, for this reason, they 
should be left undisturbed in the field. 

There is also the argument that, since 
taxes on inheritances are very similar to 
property taxes and since the latter are 
matters of exclusive state and local con- 
cern, death taxes should be also. On 
the other hand, it is only since the Fed- 
eral estate tax has been levied that it 
has been possible to secure any substan- 
tial degree of uniformity as between 
states. ‘There can be little doubt that 
if the states were entirely free to pass 
any sort of inheritance tax laws they 
wished, there would be competition and 
a great lack of uniformity. This is per- 
haps the strongest argument in favor of 
Federal participation in this field. 

Since the defense program is prima- 
riy a Federal matter, it has been sug- 
gested that the Federal Government 
should take over all taxes on inheritance 
and in return should allow the states 
the exclusive use of the sales tax and 
of the gasoline tax. With the greatly 
increased expenditures of state and lo- 
cal governments in recent years, it 
seems quite evident that the chief 
sources of revenue will continue to be 
property taxes supplemented by gaso- 
line and sales taxes. If there is to be 


4 Alzada Comstock, Taxation in the Mod- 
ern State (New York: Longmans, Green & 
Co., 1929), p. 164. 
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. 2 separation of sources, it seems logical 
then that the inheritance tax should be 
left to the Federal Government exclu- 
sively rather than to the states. How- 
ever, from the standpoint br political 
feasibility, it seems doubtful whether 
this should be attempted. 

Within the present Federal tax struc- 
ture there is need for an integration of 
the gift tax with the estate tax. The 
gift tax came into existence as a means 
of preventing escape from the inher- 
itance tax, but it has never been thor- 
oughly integrated with the inheritance 
tax. Although a few states are using 
the gift tax, it is primarily a supplement 
to the Federal estate tax. As [he law 
stands, the gift tax, with its lower rates, 
makes it possible for those with large 
fortunes to make gifts while still living 
and thus escape the high rates of the 
estate tax, yith the result that the high 
rates in the upper brackets are largely 
meaningless. 


REVENUE POSSIBILITIES 


The immediate revenue possibilities 
of the present Federal estate and gift 
taxes may be gauged by recent yields. 
In the year ending eJune 30, 1939, the 
estate tax revenue amounted to $332,- 
279,613 and that from the gift tax $28,- 
435,597, making a total from the two 
sources of $360,715,210. Using budget 
estimates of approximately the same 
yields for 1940 and 1941, the Division 
of Research and Statistics of the Treas- 
ury Department estimated on June 21, 
1940, that the 10 per cent increase in 
rates imposed by the Revenue Act of 
1940 would increase the yield from the 
two taxes for the first full year by ap- 
proximately $32,000,000. 

If it were desired to raise substan- 
tially larger amounts of revenue from 
the estate and gift taxes, it would seem 
that the logical way to do it would be 
to lower the exemptions and to raise 
the rates on small and medium-sized 
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incomes. It is because of the higher 
rates on smaller incomes that the Brit- 
ish are able to raise so much more 
through their death duties than has 
been raised in the United States. How- 
éver, if this is done, it would seem best 
that the Federal Government should 
continue to use the estate tax rather 
than an inheritance tax on distributive 
shares. It is quite apparent that, 
judged by British standards, the reve- 
nue possibilities have never been fully 
exploited by the taxing agencies of this 
country. With about one-fourth of the 
wealth of the United States, Great Brit- 
ain, even before the 1939 increase in 
rates, was collecting over $400,000,000, 
which has led to the suggestion that on 
the same basis the United States might 
collect at least three times that amount, 
or $1,200,000,000. "The top rates in 
the British system do not go as high as 
they do in the American system, but the 
exemptions are smaller and the substan- 
tial rates begin lower in the scale. 
Wars, like depressions, bring disturb- 
ances in price levels and raise questions 
of grave social and economic impor- 
tance. It is not to be expected that the 
present war will be an exception.: For 
this reason, consideration of death taxes 
from the standpoint of the more equal 
distribution of wealth and income is 
likely to arise. The very high rates ap- 
plied in the upper brackets of the 1935 
Federal estate tax law were very defi- 
nitely a reflection of the popular unrest 
and the interest in various wealth-shar- 
ing proposals. If, as a consequence of 
disturbed economic conditions resulting 
from the war, this problem shouki again 
become urgent there is little doubt that 
there would be increased interest in the 
death tax. In this case, some adapta- 
tion of the Rignano plan might be con- 
sidered, but as a long-range program 
5 William R. Green, The Theory and Prac- 


tice of Modern Taxation (2nd ed.; Chicago: 
Commerce Clearing House, Inc., 1938), p. 213. 
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embodying the principles both of fiscal immediate defense emergency, unless, 
adequacy and social justice it would there is a drastic change in the laws, 
seem to be better to place relatively estate and gift taxes may be relied upon 
much more emphasis upon income tax- as a stable but not greatly elastic source 
ation than upon death taxes. In the of revenue. 
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Commodity ;Taxes 


By DENZEL C. CLINE 


OMMODITY  taxatioch in the 

United States today consists of 
a heterogeneous collection of separate 
imposts. In productivity they range 
from virtually nothing to over one bil- 
lion dollars annually from the gasoline 
taxes collected by the forty-eight states 
and the Federal Government. Com- 
modity taxes include the customs duties 
on hundreds of different imported arti- 
cles, as well as a list much too long to 
enumerate of Federal, state, and local 
excises on the production, sale, posses- 
sion, consumption, or use of specified 
goods. 
distinguished from commodities, it is 
logical to include such taxes as those 
on the sale of electricity, admissions to 
places of amusement, and pari-mutuel 
betting at race tracks. General sales 
taxes ordinarily are classified separately 
from commodity taxes. It is appropri- 
ate, nevertheless, to consider not only 
selective sales taxes on designated com- 
modities but also general sales taxes, be- 
cause both are taxes on consumption 
and are closely related from an eco- 
nomic viewpoint. 


SOURCES OF REVENUE 


Excises, customs duties, and general 
sales taxes provided 25.1 per cent of 
all tax revenue (Federal, state, and lo- 
cal) in 1938-1939. In this group of 
taxes, the largest revenue producers in 
the order of their importance were the 
taxes on gasoline, liquor, and tobacco, 
which together accounted for 17.7 per 
cent of the total tax revenue. Commod- 
ity and sales taxes produced 39.7 per 
cent of all state taxes. Excises and the 
customs were responsible for 34.6 per 
cent of Federal tax collections in 1939— 
1940. For many years, customs duties 
have been relatively unimportant fis- 


Although services are usually . 
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cally. They provided 5.8 per cent of 
the Feder§l taxes in 1939-1940, whereas 
liquor taxes produced 10.5 per cent and 
tobacco taxes contributed 10.2 per cent. 

The rates of most of the Federal ex- 
cises were raised by the Revenue Act 
of 1940. The amount of the increases 
varied with different taxes, but they 
averaged about 10 per cent. The pro- 
portion of Federal revenue consisting of 
taxes on consumption will also be af- 
fected by changes made in the income 
tax and by adoption of the new excess 
profits tax. 

From the standpoint of raising a large 
additional amount of revenue for de- 
fense, a national manufacturers! sales 
tax would probably be more productive, 
and perhaps would offer less admin- 
istrative difficulty, than a radical ex- 
tension of special commodity taxes. 
The extra revenue to be anticipated 
from a national sales tax would nat- 
urally depend on the type of tax en- 
acted, and its rates and exemptions. 
The Treasury Department submitted 
estimates in 1936 to a Congressional 
committee indicating the yield of a gen- 
eral manufacturers’ sales tax at rates 
from 1 to 5 per cent, with items of food, 
clothing, and medicine exempted. It 
was estimated then that a 5 per cent 
tax of this kind would produce $910, 
000,000 annually.? 


Economic EFFECTS OF CONSUMPTION 
TAXES 


Commodity and sales taxes are likely 
to be regressive in incidence (bear more 


lTax Systems (8th ed.; Chicago: Com- 
merce Clearing House, 1940), p. 315; U. S. 
Treasury Department, Bulletin, August 1940. 

2 U. S. House of Representatives, Hearings 
Before the Committee on Ways and Means 
on the Revenue Act of 1936, p. 623. 


COMMODITY TAXES 


heavily on the lower income groups and 
hence vary inversely with tax-paying 
ability) and often have undesirable eco- 
nomic effects. 

A tax on the production or sale of a 
commodity or service represents ah 
added cost that the enterpriser will at- 
tempt to shift to others through price 
transactions. Whether or not this can 
be accomplished depends upon the sup- 
ply-demand situation at the particular 
time and place. Sometimes the tax can- 
not be shifted, at least for a time, but 
must be borne by those upon whom it 
is imposed. It usually takes some time 
for the necessary price adjustments and 
to overcome frictions in the price sys- 
tem. 


After a sufficient period the tax is. 


likely to be shifted, at least in part, 
either forward to consumers in the form 
of higher prices than otherwise would 
have existed, or backward to workers 
in the form of lower wages than other- 
wise would have been paid, to producers 
of raw materials by paying them lower 
prices, or to others with whom the tax- 
payer has price transactions. Thus the 
Federal tax of 615 cents per package of 
twenty cigarettes paid by the tobacco 
manufacturers may in some instances be 
borne entirely by cigarette consumers; 
certain manufacturers at times may 
have to absorb at least part of the tax 
in reduced profits; the farmers growing 
the tobacco may be compelled to accept 
lower prices for their product; or a com- 
bination of these results may be the 
final outcome. The final incidence of 
taxes is difficult, and often practically 
impossible to determine. Nevertheless, 
the consensus of economists is that 
probably the major part of commodity 
and sales taxes is borne by consumers. 
Consequently, such taxes are known as 
consumption taxes. 

When a commodity or sales tax is 
shifted to consumers, its effect is usu- 
ally regressive. Although the rate is 
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nearly always proportional, such as 3, 
cents per gallon or 2 per cent of the 
selling price, the amount of tax borne 
in comparison with the size of income 
is heavier dn families with low incomes. 
The reason that sales and commodity 
taxes are regressive is that incomes are 
very unequal, and a larger part of a 
small income is spent upon taxable 
goods. The recipient of a large income 
usually saves a considerable portion 
and, by investments, spends it in a 
manner that avoids consumption taxes. 
Furthermore, a considerable part of the 
consumption expenditures of well-to-do 
families consists of spending for serv- 
ices, such as wages of domestic servants, 
travel, and entertainment. The family 
with a small income, on the other hand, 
must spend most of its income for food 
and other necessities. A general sales 
tax which exempts food, therefore, is 
much less regressive than one that does 
not.? 

Taxes on so-called luxuries are often 
defended on the ground that they are 
primarily taxes upon the rich. This 
may be true of taxes on such things as 
steam yachts, diamond bracelets, and 
caviar. In practice, however, commod- 
ity taxes are not restricted to such 
items, for the very good reason that to 
produce much revenue the commodity 
selected should be widely consumed and 
have a relatively inelastic demand. The 
big income producers in the commodity 
tax field are the taxes on tobacco and 
alcoholic beverages. These products 
are often called luxuries because they 
are not indispensable to a health-and- 
decency standard of living. But the 


3 An investigation by Dr. Mabel L. Walker 
(Where the Sales Tax Falls, New York: Tax 
Policy League, 1934) concluded that with a 
3 per cent retail sales tax, not exempting food, 
the amount of tax borne per $1,000 of income 
was approximately sixty times higher for the 
$1,000 income family than for one with a 
$1,000,000 income. If food is exempt, the tax 
is only thirty times as heavy (p. 5). 
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workingmen who purchase tobacco and 
beer must regard the money thus spent 
as necessary to maximizing their satis- 
factions. ‘The distinction between lux- 
uries and necessities is oftdh moralistic 
rather than scientific. Moreover, those 
taxes on consumption that are not re- 
pressive are insignificant revenue pro- 
ducers. 


THE VOLITIONAL ELEMENT 


Commodity taxes contain a volitional 
element in that the consumer can avoid 
paying the tax by the simple expedient 
of not purchasing the product. A tax 
is usually defined as a compulsory con- 
tribution by individuals to governments. 
We must distinguish between legal com- 


pulsions, such as the necessity of paying . 


a tax on real property in order to retain 
ownership of the property, and eco- 
nomic compulsions which cause people 
to buy gasoline tobacco, or any other 
taxed commodity. The fact that large 
sums are spent for these commodities 
indicates the existence of an economic 
compulsion to pay the taxes. 
Differences in consumption habits 
mean that the same amount of taxes is 
not borne by all persons within the same 
income group. A family which con- 
sumes neither tobacco nor alcoholic bev- 
erages avoids the tax on them, whereas 
another family with the same income 
may contribute a considerable sum in 
tobacco and liquor taxes. A family that 
does not own an automobile avoids the 
gasoline tax, for the most part, and one 
that spends very little on amusements 
may avoid the tax on admission tickets. 
Although, in general, commodity and 
sales taxes are regressive, the degree of 
regressivity is variable, depending upon 
consumption habits. For -this reason, 
attempts to measure the total tax bur- 
den borne by different income groups 
necessitate many arbitrary assumptions, 
and conclusions must be based upon an 
assumed average consumption of tax- 
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able commodities in different income 
groups. 

When consumption taxes are not 
shifted equally by all producers, the 
result is discriminatory, as some are 
tompelled to bear taxes which their 
competitors are able to pass along to 
others. 'Thus, the economic effect may 
be inequitable, either when shifting oc- 
curs with its concomitant regressivity, 
or when shifting is only partial or even 
impossible. 

Commodity taxation tends to repress 
consumption, and hence production. 
Several taxes are intended to discourage 
or even eliminate consumption of cer- 
tain commodities such as opium, mari- 
juana, and white phosphorus matches. 
Tax rates on these commodities are pur- 
posely high in order to make their prices 
prohibitive. Such taxes produce little 
or no revenue and are not intended to 
be fiscally productive. Our protective 
tariff duties on numerous products have 
been set at a high level for the express 
purpose of limiting the importation of 
those goods. A commodity tax, whether 
or not it is so intended, will tend to re- 
duce consumption, and hence produc- 
tion, of the good taxed. The extent to 
which this will occur largely depends 
upon the elasticity of demand for the 
article and the size of the tax rate. 

Although a commodity tax has a 
tendency to check consumption of the 
taxed good, this effect may be offset by 
government expenditures. For exam- 
ple, public spending for improved roads 
has stimulated the use of motor vehicles 
and the demand for gasoline. Since the 
gasoline tax is devoted primarily to 
highway expenditures, it is probable 
that there is very little retarding effect 
upon the consumption of gasoline be- 
cause of the use of this tax. 

The effect upon the consumption and 
production of a commodity will vary, 
depending upon whether specific or ad 
valorem rates are imposed. With a 
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specific rate, such as the Federal tax of 
615 cents per package of twenty cig- 
arettes, the tax is relatively heavier 
upon the cheaper grades of the com- 
modity as it constitutes a larger pro- 
portion of their selling price. In a pe- 


riod of rising prices, a commodity tax* 


with a specific rate becomes relatively 
less burdensome as it represents a di- 
minishing proportion of the selling price. 
When the tax rate is a definite percent- 
age of the selling price, the relative 
weight is the same for different grades 
of the article, and with changes in price 
levels. 

During the first World War, there 
was a silk-shirt fad and other types of 
“luxury” expenditures considered in- 
appropriate because they tended to di-, 
vert labor and resources from necessary 
wartime production. Although it is dif- 
ficult to obtain agreement on what lux- 
uries should be curtailed, heavy taxes 
on certain types of goods and services 
might well have the dual purpose of 
raising some additional revenue and dis- 
couraging their consumption. In pre- 
paring for national defense, our fiscal 
program should raise a large amount of 
revenue, but it could also assist in chan- 
neling available man power and produc- 
tive equipment to production of goods 
considered more essential for defense. 

Heavy commodity taxation may be 
urged to check inflation by diverting 
more purchasing power from individual 
consumption to government spending 
for war purposes. ‘There are differences 
of opinion with respect to the proper 
*timing" of the tax increases. One view 
is that there should be much heavier 
taxation from the start. Another is that 
if imposed too soon, the additional taxes 
will check consumption and production 
to an undesirable extent, so that tax in- 
creases should wait until there has been 
a considerable expansion in production. 
With the resulting increased national in- 
come, higher taxes may then be imposed 
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which will not only produce more reve-, 
nue, but will not have served as a brake 
on production before the rise in the na- 
tional income could occur. This plan 
would depend, on government borrowing 
to a greater extent in the initial phase 
of a war and would increase taxes only 
after there had been a gain in total pro- 
duction, including both private con- 
sumption and government expenditures 
for defense. 


SOME ADVANTAGES OF COMMODITY 
'TAXES 


The primary merit of commodity and 
sales taxes is that they can produce 
large amounts of revenue. This is often 
the controling consideration in their 
adoption, despite objections to their eco- 
nomic effects. Taxes on consumption 
also have certain other advantages. 
They contribute a greater degree of 
diversity, stability, and elasticity to the 
revenue system. During the early 
1930’s, when the Federal income tax 
dropped to one-third of the previous 
yield, the revenue from the taxes on 
tobacco declined only slightly. The 
state taxes on gasoline also were re- 
markably stable ein yield during the 
depression. On the other hand, the 
revenue from customs duties fell to one- 
half of the predepression yield. Since 
the state sales taxes, the liquor taxes, 
and most of the dther present commod- 
ity taxes were introduced after 1929, it 
is not known how stable these taxes 
would be in another depression. 

Certain types of consumption taxes 
also have the advantage of economy in 
administration. ‘Taxes on motor fuels 
and the Federal taxes on tobacco and 
liquor are collected from a relatively 
small number of manufacturers and dis- 
tributors. The cost to the Government 
of collecting these taxes is therefore 
small compared to the revenue pro- 
duced. A national manufacturers! sales 
tax would also have the administrative 
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advantage of being collected from a 
small number of distributors in com- 
parison with a retail sales tax. The cost 
to the Government, however, by no 
means indicates the total Most of col- 
lection. The firms paying the tax to 
the treasury really serve as tax-collect- 
ing agencies and are expected to add the 
tax to their prices. The “cost of com- 
pliance" to these tax gatherers should be 
considered in appraising economy of 
administration. 

In a period of rising prices, general 
sales taxes and ad valorem commodity 
taxes automatically increase their yields 
without the necessity of readjusting 
rates. These taxes have another advan- 
tage in that they are payable at the time 
sales occur. The Government, conse- 
quently, has the revenue at its disposal 
much more promptly than is true of the 
income tax, which is not payable until 
three and one-half months after the end 
of the year in which the income was 
received. If prices rise in the interim, 
the Government receives less purchasing 
power, although the same number of 
dollars is paid in taxes. This would be 
an important consideration in financing 
the national defense program if it is 
accompanied by a serious degree of in- 
flation. 

In an emergency, special taxes, even 
of a regressive nature, may be appropri- 
ately levied if more equitable taxes are 
insufficient. Thus, the commodity and 
sales taxes imposed during the depres- 
sion of the 1930's may have helped to 
prevent greater evils such as starvation 
of the destitute or the closing of public 
schools. By the same token, heavier 
commodity taxes, and even a national 
sales tax, would be preferred to an at- 
tack upon this country by a foreign 
power. If sufficient revenue for na- 
tional defense cannot be obtained from 
other taxes, we should not hesitate to 
resort to greater utilization of regressive 
taxes for the duration of the emergency. 
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It should be observed, however, that 
this statement is qualified first by the 
existence of a serious national emer- 
gency, and, secondly, that other more 
desirable sources of püblic funds are 
ihsufficient to meet the situation. 

The fact that a very large proportion 
of public spending is for the social serv- 
ices which chiefly benefit the families in 
the lower and middle-income groups 
should, not be disregarded when consid- 
ering the equity of the revenue system. 
The billions of dollars spent in this 
country for relief, welfare institutions, 
health, and various other welfare serv- 
ices, and for public education, mitigate 
to a considerable degree the regressive 
effects of taxes on consumption. So far 
as the Federal tax system is concerned, 
the highly progressive rates of the in- 
come and estate taxes counteract in 
large measure the regressivity of taxes 
on consumption. In most of the state 
and local tax systems, on the other 
hand, the revenue derived from progres- 
sive income and death taxes is usually 
very small compared to the amount col- 
lected from regressive sales and com- 
modity taxes. 


REACHING THE Low-INCOME GROUP 


Consumption taxes broaden the tax 
base and insure that "everybody will 
pay something." The Federal income 
tax has had personal exemptions so high 
that only a small proportion of the pop- 
ulation has paid this tax. It is con- 
tended that other taxes are necessary to 
reach the low-income groups and force 
them to help pay for the benefiés they 
receive from government. The issue is 
kow should the low-income families be 
taxed, rather than whether or not they 
should be taxed. Conceivably, personal 
income taxation could be extended: by 
reducing the level of exemptions to in- 
clude practically everyone with tax-pay- 
ing ability. ‘This would entail serious 
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problems of administration, and the 
greatly increased cost of collection 
might cause this method to be uneco- 
nomical. It is much easier to reach the 
low-income group by means of commod- 
ity and sales taxes. : 

One argument for broadening the tax 
base is to achieve "tax consciousness" 
on the part of those who do not realize 
their obligation to support government, 
and to make them more aware »of the 
need for economy in government ex- 
penditures. A direct tax like the per- 
sonal income tax is to be preferred if 
the intention is to cause people to be 
painfully aware of the fact that they 
are paying taxes. A tax hidden in the 
price paid for goods does not accomplish 
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the total amount of tax he pays an-. 
nually. 

The fact that consumption taxes are 
paid in driblets causes them to be less 
objectionable ,to many people. It is 
paying taxes on the installment plan, a 
small amount at a time, and the tax is 
regarded as merely a part of the selling 
price. 'The buyer feels that the satis- 
faction anticipated from the use of the 
item purchased is greater than the dis- 
satisfaction involved in parting with the 
amount of money represented by the 
price, including the tax. As the con- 
sumer-taxpayer sees that he is getting 
something he wants in exchange for his 
money, there is normally less opposition 
to indirect taxes than to paying an equal 


this because the taxpayer rarely realizes. sum annually as income tax. 
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* Drawing on Wages and Small Incomes to Finance 


Defense* 
(By Havorp M. Groves . 
" é e 


ROBABLY less than 10 per cent of , brought forth his Plan for financing war. 


the eligible American public will 
pay a direct Federal tax even under the 
law as amended last June to broaden its 
base. The income tax paid by a man 
with a $3,000 income, a wife, and one 
child wil be $13.20. To be sure, the 
masses contribute heavily to the approx- 
imately 24 per cent of total tax revenue 
which comes from indirect taxes. Faced 
with an emergency of defense prepara- 
tion and possible war, we may well turn 
our attention to the problem of better 
reaching the financial resources of the 
masses of people. 

Emergency production for war re- 
quires the full employment of men and 
resources. In addition, it is likely even- 
tually to require a diversion of energy 
from the production of consumption 
goods to that of war instruments. War 
finance must facilitate this process and 
do it so that inequalities are minimized. 

During the last war the belligerent 
nations followed much the same pattern 
of war finance. Direct taxes were im- 
posed to divert as much income into 
government channels as was felt to be 
politically advisable; voluntary savings 
were increased to divert another share 
of the current income; and the remain- 
der of the cost was financed mainly 
through inflationary borrowing. This 
latter expedient restricted consumption 
by raising prices and lowering real in- 
come. It was to avoid the chaos and 
injustice of inflation and to provide a 
mechanism for restricting consumption 
along well-organized lines that John 
Maynard Keynes, British economist, 


*'The author wishes to acknowledge the 
able and extensive assistance of Jesse V. 
Burkhead in the preparation of this article. 


This Plan well presents the problem of 
war finance and ingeniously seeks to ap- 
ply the revenue system to the entire 
population.+ 


EXPLANATION OF THE KEYNES PLAN 


Prices tend to rise in wartime be- 
cause government spending and full pro- 
duction create greater mass purchasing 
power than can be expended upon the 
limited supply of consumption goods. 
Either this purchasing power must be 
diverted or it will bid prices up. If 
prices are pegged, buyers will have 
money but cannot buy goods. Unless 
purchasing power is diverted by law, it 
will be diverted through the lag of ris- 
ing wages behind rising prices. The 
treasury will recoup with taxes on the 
excessive profits and incomes which in- 
flation creates. High taxes and volun- 
tary saving are forms of diversion, but 
they are insufficient. The Keynes Plan 
of diversion includes the following pro- 
posals: 

1. Supplement the income tax with a 
schedule of “deferred payments,” the 
combination to consist of the proportion 
of earnings that it is necessary to divert 
from consumption. 

2. Protect the consumption standards 
of the lowest income groups by a pro- 
gressive scale and a system of family 
allowances. $ 


1 The first draft of the Keynes Plan vas 
set forth in letters to The Times (London) on 
November 14, 15, and 28, 1939. The Plan 
was subsequently modified in certain impor- 
tant details and appeared in what may be 
regarded as final form in Keynes’ volume, 
How to Pay for the War (New York: Har- 
court Brace and Company, 1940). Only this 
final Plan will be considered here. 
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3, Liquidate deferred payments after 
the war at a time when deflationary 
tendencies are developing and consump- 
tion needs support. 

4, Provide a*capital levy, preferably 
at the very close of the war, while pros- 
perity continues and before deflation 
begins. 

5. Keep the cost of living steady (by 
pegging some prices if necessary in addi- 
tion to the above) and urge labor to 
maintain present wages accordingly. 

Concerning further details, Mr. 
Keynes would apply his scale of taxes 
and deferred payment not only progres- 
sively but with the proportion taken as 
tax to rise sharply as income rises. The 
amounts taken as deferred payment 


might be deposited with the individual's . 


friendly society, trade union, or post 
office savings bank. They could be 
released for the individual’s disposition 
only upon authorization of the govern- 
ment. However, payments for certain 
contingencies such as sickness or family 
or personal emergency, or for certain 
prewar commitments such as purchase 
contracts, might be allowed. Payments 
on life insurance, old or new, should be 
permitted.” 

Mr. Keynes pleads that his Plan be 
considered in the light of the possible 
alternatives. The first of these is strict 
rationing of all consumption goods ac- 
companied by price controls. This he 
feels to be undesirable because it over- 
looks the wide variety of tastes and con- 
sumer habits and leads to strict regi- 
mentation, food queues, and the like, to 
say nothing of the administrative prob- 
lems imvolved. The second alternative 
is inflation, the evils of which are gen- 
erally recognized. Mr. Keynes feels 
that any plan of voluntary savings and 


2 Keynes suggests that the basic minimum 
income be set at 35s. ($8.75) a week for un- 
married men and 45s. ($11.25) a week for 
married men, with an allowance of 5s. ($1.25) 
a week for each child under 15 years of age. 
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"normal" taxation will necessarily leave , 
a substantial amount to be financed by 
inflation, since “normal” methods can- 
not restrict consumption sufficiently to 
offset the War costs. There are other 
drastic alternatives such as a retail sales 
tax of 50 per cent or a wage tax of 20 
per cent, but these, Mr. Keynes feels, 
are unlikely to be adopted and are in- 
ferior to deferred payment. 

Proponents of the Keynes Plan see in 
it a program of social justice as well as 
a fiscal measure. It aims at a more 
equal distribution of current income and 
a postwar debt held largely by the poor- 
er classes. 


History OF THE Keynes PLAN 
IN ENGLAND 


The Keynes Plan was immediately 
precipitated into the thick of the argu- 
ments over war finance amd the war 
budget inside and ouide Parliament. 
Very few appeared to doubt that the 
Plan would accomplish its purpose of 
restricting consumption and avoiding 
inflation, but it appeared that Mr. 
Keynes had underestimated the psycho- 
logical (or political) reaction of most 
people to any plañ of compulsory sav- 
ing. If the term “deferred payment” 
had been used in the earlier presentation 
of the Plan rather than the term “forced 
savings,” less opposition would probably 
have been encountered. 

The discussion over the Keynes Plan 
disclosed what appeared to be a pre- 
dominant feeling on the part of the 
British people that rationing of com- 
modities would be preferable to any 
drastic curtailment of money income. 
In this connection an interesting letter 
appeared in The New Statesman and 
Nation from a London housewife, who 
wrote that, faced with the alternative 


of having the money and doing without the 
goods, or of seeing the goods in the shops 
and being unable to buy them (because of 


* 
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my fallen income) I would certainly choose 
the former and say, “You keep the goods, 
TIl keep the cash.” 3 


a 

The unpopularity of up dea sav- 
ings among a large part of the people 
undoubtedly played an important part 
. in the Labour Party's opposition to the 
Plan. More than this, however, the 
Plan would reduce the bargaining power 
of the trade unions; it would give them 
less grounds to demand wage increases, 
and less opportunity to improve their 
relative position for the duration of the 
war. The ever present antipathy to- 
ward an extension of direct taxation 
into the lower income brackets also 
played an important part in the opposi- 
tion to the Plan. 

There was also much, skepticism 
about the proposed liquidation of de- 
ferred payment. Premature payment 
before indwstry had an opportunity to 
make the adjustment from war to peace- 
time production or payment all at once 
might mean postwar inflation. The 
plan of release would rest entirely in 
the hands of the government in control 
at the time, and no government can bind 
its successor to carry out certain acts of 
policy, especially in Such a field as mon- 
etary control. It was also manifestly 
impossible to guarantee that a capital 
levy would ever be put into operation. 

When the time came for the budget 
debates in Parliament in April, opposi- 
tion to the Keynes Plan came from both 
major political parties. The Labour 
Party was opposed, among other rea- 
sons, on the grounds noted above. The 
Conservative Party was also opposed 
to the Plan, possibly because of the 
heavy direct tax burdens involved. ‘The 
Plan threatened a capital levy, a pro- 
posal which Conservatives had con- 
fronted after the last war and which 
they regarded as anathema. 


3 Vol, XIX, No, 473 (March 16, 1940), p. 
366, 
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Thus, Sir John Simon’s budget was 
adopted without the inclusion of any 
Keynesian features.* The Chancellor 
of the Exchequer convinced the Parlia- 
ment that tax measures and voluntary 
savings Would produce the required re- 


e sults and that there was no need for 


such “drastic” methods as the Keynes 
Plan.® 

Since the passage of last spring's 
budget there have been two interim 
budgets in Great Britain. They have 
included such provisions as an increased 
excess profits tax, heavier income taxes 
collected at the source, and a purchase 
tax at the wholesale level, with rates 
from 12 to 24 per cent. Controversy 
over the Keynes Plan has subsided con- 
siderably. Whether the Plan is “dead,” 
will depend on the rate of government 
expenditure, the yield from the new 
taxes, especially the purchase tax, and 
the rate of voluntary savings.® 


4 The budget did provide for the limitation 
of corporation dividends for the duration of 
the war, a provision which would have forced 
the corporations to invest their undistributed 
earnings in government securities. But this 
“forced saving" was abandoned when the ex- 
cess profits tax rates were raised in July 1940. 

5 In a letter to The Times (London), April 
25, 1940, Mr. Keynes pointed out that the rea- 
son Sir John Simon was not forced into more 
extreme and eventually necessary measures 
was that the rate of expenditures was still low 
in relation to the effort that would eventually’ 
have to be undertaken. He reiterated his 
stand that sooner or later Sir John would 
have to choose among: (a) progressive infla- 
tion, (b) the fixing of wages and limited in- 
flation, (c) a tax on wages, or (d) deferred 
payment. Mr. Keynes pointed out that the 
budget rested on the assumption that the rate 
of voluntary personal savings would ‘be more 
than twice what it had been up to that time. 

8 In a radio address to the nation on Sep- 
tember 23, 1940, reprinted in The Times (Lon- 
don), September 24, 1940, Mr. Keynes stated 
he anticipated that in the future some more 
drastic methods than those yet adopted would 
be necessary if inflation were to be avoided, 
but that as yet there were no signs that infla- 
tion was under way and that up to that time 
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THE KEYNES PLAN AND AMERICAN 
DEFENSE FINANCE 


In a recent article" Mr. Keynes 
stated that while the habit and mode 
of thought lying behind his Plan are 
exceedingly relevant to the American 
problem, yet in his opinion the United 
States is still so far from full employ- 
ment that our defense program can be 
conducted without reference in the im- 
mediate future to the necessity for re- 
stricting consumption or inaugurating a 
plan of forced savings. The reason for 
this is that 


the wealth-producing capacity which is 
now going to waste in the United States 
is so far beyond our powers of measure- 


ment that it is useless to hazard a figuree 


for it.8 


Mr. Keynes further points out that 
the obstacles to a rapid expansion of 
defense preparations act to slow up the 
rate of government expenditure so that 
full employment is not an immediate 
prospect. He goes on to say: 


It is possible that the time may come 
when a further expansion in the United 
States could only be made at the expense 
of consumption. My plan for Great Brit- 
ain would then deserve your examination. 
But I feel sure that this is a long way oft. 
It wil not come quickly or suddenly. I 
should not expect it unless the United 
States was also supporting a large army in 
the field, which is a contingency we need 
not now contemplate. . . . There is, there- 
fore, no reason why the United States 
Treasury should be searching out ways to 
restrict consumption or to stimulate saving 
by confpulsory methods.? 


Though it seems quite doubtful that 


the various sources of revenue had been very 
nearly adequate. 

TJohn Maynard Keynes, “The United 
States and the Keynes Plan," New Republic, 
103, No. 5 (July 29, 1940), pp. 156—159, 

8 Ibid., p. 158. 

9 Ibid. 
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full employment for us is as remote a, 
prospect as Mr. Keynes states, we can 
still accept his position that his Plan 
is at present inapplicable to the United 
States. Moreover, political impedi- 
ments confronted in Great Britain 
would be at least as formidable here. 
A capital levy would run head on into 
the constitutional requirement that di- 
rect taxes be apportioned according to 
population. Nevertheless, Mr. Keynes' 
program is commendable for its clear 
and frank analysis of the perils of in- 
flation and the necessary price to be 
paid in avoiding it. The Plan appears 
to be much sounder than the alternative 
adopted by the British—the purchases 
tax—which will probably mean a sharp 
and erratic adjustment in prices, a hap- 
hazard and regressive distribution of the 
burden of government, and no protec- 
tion for a minimum standard of living. 
We had better keep the Keynes Plan in 
mind. Some adaptation of it might well 
be a way out for us if we do confront 
a repetition of our 1917 experience. 

Are there other immediate possibili- 
ties for extending the direct revenue sys- 
tem to wage earners and others of small 
income? ° 

It is suggested that the social security 
system might serve as an agency for 
further collection from wage earners for 
government. Certainly it can be said 
that if and when full employment is ap- 
proximated any argument against social 
security reserves will disappear. These 
reserves are objected to because they 
are thought to be deflationary, an ob- 
jection which would not hold in a pe- 
riod of feverish war activity. Social 
security reserves would constitute a sort 
of deferred payment plan for the United 
States, differing from the Keynes Plan 
mainly in the proportional basis of pay- 
ment and matching by employers. 
Moreover, the social security system has 
set up for us the machinery for collec- 
tion of income taxes at the source. Such 
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„a system, admittedly difficult of admin- 
istration, has so many advantages that 
in this period of fiscal emergency it 
should be re-examined. At the very 
least, installment payment with encour- 
agement to budget taxes on a monthly 
basis (perhaps through the advance 
purchase of stamps as in Australia) 
should be extended. 

At all events, the move begun last 
June to extend the income tax in the 
lower and middle brackets must con- 
tinue. It is the best alternative to ex- 
cessive and very objectionable consump- 
tion taxes. While on strictly economic 
grounds borrowing might be better than 
more taxation—until full employment— 
‘on institutional grounds we should look 


THE ANNALS OF THE AMERICAN ACADEMY 


at once to the strengthening of the tax 
system. It is true that we ought not 
to do it all at the expense of the little 
fellow. ‘The big fellow has certain privi- 
leges, notably undistributed: income and 
tax-exempt securities, which should 


«yield to the emergency. 


Much courage and discipline will be 
needed so to manage fiscal policy during 
the next few years that inequalities are 
lessened (or at least not increased), 
that the Government has adequate 
finances to pursue its war program, and 
that production generally is maintained 
at a high level. A much wider applica- 
tion of direct taxes (and possibly loans) 
to a larger proportion of the population 
will be a necessary part of this program. 


Harold M. Groves is professor of public finance at 
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Financing National Defense in Great Britain 
and Canada. 


e 
* $ 
RITISH finance in the second year 
of war bore little resemblance to 
the blueprints for emergency prepared 
by most of the country’s advisers. Na- 
tional finance, like the conduct of war 
itself, is subject to check and Adapta- 
tion when unexpected reverses are met. 
Great Britain’s loss of her continental 
allies and the destruction of parts of 
her own commercial and industrial cen- 
ters were disasters for which few experts 
had the imagination to allow. But they 
were realities which involved constricted 
resources. Expenditure came to be 
more urgent than taxation, old taxes 
more significant than new devices, for- 
eign assets more important than domes- 
tic debts. 


VARYING VIEWPOINTS 


Before war was declared in Septem- 
ber 1939, financially “sound” public 
opinion indorsed, as a rule, the pay-as- 
you-go principle. Its spokesmen were 
proud of Great Britain’s record of bal- 
anced budgets in hard times and be- 
lieved that the taxpayers should and 
would willingly pay outright for in- 
creased defense costs. A few went as 
far as Mr. D. M. Mason, Chairman of 
the Sound Currency Association, whose 
letters asking for a drastic reduction in 
national defense expenditure so that 
financial reserves would be on hand if 
war broke out were published in The 
Economist on April 3 and 10, 1937. 

As the burden grew heavier and the 
threat of war grew more menacing, dis- 
senting voices were heard. One of the 
earliest was that of Miss Priscilla Rae 
who, in The £ S. D. of National De- 
fense, published in London in the latter 
part of 1937, demanded economic plan- 
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ning along totalitarian lines, currency 
depreciation with or without American 
consent, and the imposition of excess 
profits taxes and capital appreciation 
duties. In Economic Problems of the 
Next War, published early in 1939, Dr. 
Paul Einzig came closer than most of 
his financially minded compatriots to 
forecasting the actual emergencies of 
wartime. After reviewing the three 
traditional ways of financing large cap- 
ital government expenditures—taxation, 
borrowing, and inflation—he said blunt- 
ly that inevitably a very large percent- 
age of war expenditure must be covered 
by borrowing. Inflation, some degree of 
which was in Dr. Einzig’? opinion in- 
evitable, should be minimized by price 
control but not by credit restrictions, 
for—here he laid down a rule which the 
country was dilatory in adopting— 'dur- 
ing the war production should be regu- 
lated solely from the point of view of 
the requirements of the fighting forces 
and the essential'requirements of the 
civil population" (p. 77). 

Mr. J. M. Keynes’ first considered 
statement on "paying for the war" ap- 
peared under that title in The Times of 
London on November 14 and 15, 1939, 
two months after war had begun. At 
that time Mr. Keynes was not deeply 
concerned with expenditure, but simply 
with a scheme of compulsory saving 


(“deferred payments") designed to re-- 


duce the purchasing power of wage 
earners in wartime, when production 
falls short of need, and to release it 
afterwards. He argued that taxation al- 
ready was coming dangerously near to 
removing the economic incentive to ef- 
fort, and that government borrowing in 
this manner would add to the worker’s 
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. wealth, security, and comfort in facing 
the future. 


THE DELAY IN SPENDING 


These reasoned, careful finbncial proj- 
ects were worked out in the calm of 
their authors’ certainty that Great Brit- 
ain would win the war and that postwar 
problems would resemble those of the 
1920’s. It would be a long war, they 
assumed, and an expensive one; but if 
pains were taken social and economic 
justice would be better served than be- 
fore. Events in Denmark, Norway, the 
Low Countries, Dunkerque, and France 
were soon to shake the basic assump- 
tion. For many weeks it appeared that 
Great Britain had been so slow in 
spending for defense that “paying for 
the war” would be a matter in which 
she would have no voice. 

Even before British reverses in Nor- 
way and France,had shocked the coun- 
try into action, The Economist had 
become desperately impatient. The 
budget for the fiscal year 1940-1941, 
introduced in the House of Commons 
on April 23, 1940, by Sir John Simon, 
Chancellor of the Exchequer, set the fig- 
ure for war expenditire at £2,000,000,- 
O00. This, said The Economist, was 
*miserably inadequate." The criticism 
continued: 


In fact, it can be bluntly stated that if 
we spend money at that rate only we shall 
lose the war... . The Nazis are spending 
at least £2,500 millions and probably £3,- 
000 millions or even more this year on the 
war. Is there any pretense that we shall 
win with a smaller effort than theirs? ... 
To make the wrong choice between taxa- 
tion, borrowing, and inflation may cause us 
endless sorrow and social disturbance; but 
it will not lose the war. To set the limits 
of our war effort toc low, on the other 
hand, to proceed with timidity rather than 
boldness, will mean losing the war.* 


1“A Budget of Delusions,” The Economist, 
April 27, 1940, pp. 759-760. 
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Disaster to British forces abroad soon 
brought increased activity and enlarged 
costs at home. The supplementary 
budget introduced on July 23, 1940, by 
Sir Kingsley Wood, who succeeded Sir 
John Simon as Chancellor of the Ex- 


e chequer when Prime Minister Winston 


Churchill formed his first Cabinet on 
May 11, set total expenditure for the 
fiscal year 1940-1941 at £3,476,000,000 
instead of the earlier £2,667,000,000, 
and war costs at £2,800,000,000 instead 
of £2,000,000,000. The July figure, in 
turn, soon proved to be much too low. 
Invasion threats were shortly to become 
more definite and frequent, and the in- 
tensified bombing of British cities was 
to begin on September 7. Weekly ex- 


, penditure figures at the end of Novem- 


ber 1940 showed that annual costs were 
then running at the rate of nearly £5,- 
000,000,000 a year. The increase, in 
terms of daily costs, was from an av- 
erage of £5,100,000 for the first of the 
year to £13,000,000 at the end of No- 
vember 1940. 

According to the budget of April 
1940, almost one-half of the total ex- 
penditure was to be met by taxation. 
The July budget reduced this propor- 
tion to one-third, and actual figures for 
the first eight months of the financial 
year beginning on April 1, 1940, showed 
that only a little more than one-fourth 
of the costs had been met from revenue 
sources. The remainder had been cov- 
ered largely by short-term borrowing. 
The rising actual and relative deficit 
came from both sides of the accounts. 
While expenditures were increasing in 
response to the realities of war, revenue 
was falling off because of changes in 
civilian and national life which should 
have been—but were not—foreseen. 
Motor vehicle duties, for example, fell 
off sharply in yield as a result of black- 
outs and petrol rationing. 

Hard facts—those of the elemental 
struggle for survival—thus rendered 
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worthless for the time being the best- 
laid plans of the country’s unofficial 
financial advisers, who missed the 
chance to be of real service when they 
failed to direct their efforts tgwards esti- 
mating realistically the military arid 
civil requirements of war and the effect» 
on expenditure and revenue. 


EFFORTS TO INCREASE REVENUE 


When Great Britain entered the war 
in September 1939, after a considerable 
period of moderate rearmament, the last 
completed fiscal year, that of 1938- 
1939, showed a total expenditure of just 
above £1,000,000,000, 87 per cent of 
which was met from revenue. The total 
ordinary revenue for that year is shown, 
in Table 1. 


TABLE 1-——TorAL ORDINARY REVENUE, 


1938-1939 ? 
Source Per cent 
Total revenue ........... eee. 100. 
Income tax and surtax ........ 43 
Customs: ell T4 e eas PR 24 
IUXOIS6 1 ossepiddotete a aude 12 
Estate duties ................. 8 
Motor vehicle duties .......... 4 
National Defense Contribution . 2 
JAMP esos puo cue a way Qus 2 
[eur Arr S 5 


Except for the perceptible deficit, the 
summary for the fiscal year 1938—1939 
suggested as fair and reliable a system 
as practical fiscal authorities could ex- 
pect in a fallible world. Direct progres- 
sive taxation produced more than one- 
half of the national revenue. Indirect 
taxes, imposed for the most part for 
revenwe purposes only, represented years 
of experimentation and selection. 

With the outbreak of war early in 
September 1939, the adaptation of this 
tested system to unexpected and un- 
precedented needs began at once. In 
the first war budget, introduced by 


* Adapted from budget figures quoted by 
The Economist, September 30, 1939, p. 593. 
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Chancellor of the Exchequer Sir John, 
Simon on September 27, 1939, total 
estimated expenditure for the fiscal year 
ending March 1, 1940, was raised 
from £1,400,000,000 to £1,900,000,000. 
Slightly more than one-half of the new 
total was expécted to be provided by 
taxation. A series of increases in in- 
come taxes and surtaxes, estate duty, 
and duties on alcoholic liquors, tobacco, 
and sugar were estimated to produce 
only an additional £50,000,000 in reve- 
nue, or one-tenth as much as the added 
expenditure. Only negligible income 
was anticipated in the rest of the cur- 
rent fiscal year from the one new tax 
announced, the excess profits tax of 60 
per cent on profits in excess of the pre- 
war average. This new tax was co- 
ordinated "with the existing national de- 
fense contribution of 5 per cent on total 
net profits and the armament profits 
duty in such a way that firms were re- 
quired to pay whichever of the two, 
“N. D. C." or “E. P. T," was the 
higher. 

In this budget of September 1939, the 
standard rate of income tax was in- 
creased to 7s. in the pound for the rest 
of the current fiscal year and to 7s. 6d. 
for 1940-1941. This step produced 
amazement in the American and Cana- 
dian press, which saw in the 37.5 per 
cent standard rate the requisitioning of 
more than one-third of small incomes. 
But in the British income tax system 
the standard rate was applicable only 
to incomes of £3,000 to £4,000 (accord- 
ing to whether or not income was earned 
and dependents existed) and above. At 
the lower end of the scale the standard 
rate was graduated downward by a 
series of allowances, and at the upper 
levels progression was accomplished 
through the surtax. It was a fact, how- 
ever, that this was “the highest income 
tax in history” and that incomes above 
£100,000 were liable to a tax of more 
than 80 per cent. 
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April is the traditional month for the 
appearance of the regular budget. Early 
in the spring of 1940 it was apparent, 
even to the members of the Chamberlain 
Government, that the increases in ex- 
penditure and taxation scheduled in the 
preceding September wtre inadequate. 
Again, in the budget introduced on April 
23, estimates of expenditure and reve- 
nue were increased, but only moderate- 
ly. It was at this stage that The Econ- 
omist said (see above): “If we spend 
money at that rate only we shall lose 
the war.” Again direct and indirect 
taxation were set higher, but on no scale 
which would keep pace with costs. The 
promised increase in the standard rate 
of income tax to 7s. 6d. became an ac- 
tuality. Duties on beer, whisky, cig- 
arettes, and matches were increased, 
and domestic letter postage was raised. 


THe Pun(CHasE-Tax PLAN 


Except for the promised introduction 
of one novelty, it was a timid and un- 
imaginative budget. The novelty was 
the skeleton of the plan for a purchase 
tax, a kind of sales tax to be imposed 
in the form of a percentage on price and 
paid at the stage when the wholesaler 
was selling to the retailer. Even at this 
time, Great Britain was beginning her 
drive for exports to keep up her foreign 
exchange resources, and it was explained 
by the Chancellor of the Exchequer that 
one great advantage of applying the tax 
at this point was that there would be no 
purchase tax charged in respect of goods 
for export. The rates and dates of ap- 
plication of the purchase tax were not 
given. Sir John Simon rejected Mr. J. 
M. Keynes! deferred-payments plan on 
the ground that the first effect of com- 
pulsion would be to kill the voluntary 
method of saving which was giving en- 
couraging results.? 


3 Parliamentary | Debates, Vol. 


360, col. 81 (April 23, 1940). 
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Once more, as in the preceding Sep- 
tember, the need of increasing defense 
activity and expenditure was underesti- 
mated. By July 1940, it was necessary 
for the firgt supplementary (“interim”) 
büdget of the fiscal year 1940-1941 to 


*be prepared, and on July 23 of that 


month the budget was introduced in 
the House of Commons. Once again, 
as in the two preceding budgets, both 
realism, and invention were lacking. 
Expenditure was set too low for ade- 
quate defense. The frequently dis- 
cussed income possibilities of deferred 
savings, land taxes, and capital levies 
were put aside in favor of small in- 
creases in familiar taxes: the income tax 
(increased to a standard rate of 8s. 6d. 
,in the pound, or 42.5 per cent); estate 
duties (to a maximum rate of 65 per 
cent); alcoholic beverages, tobacco, and 
a number of other articles. The esti- 
mated effect was an increase of only 
£69,000,000 over the April estimates of 
revenue. 

Only two experiments appeared in the 
July 1940 budget. One was the plan 
of having the income tax on wages and 
salaries deducted at the source after 
January 1, 1941. The other was the 
division of the purchase tax into two 
schedules. Luxury goods and those 
whose replacement could be postponed 
without hardship were made subject 
to a tax of one-third, or about 24 per 
cent at retail, and other goods to about 
one-sixth, or 12 per cent retail. The 
Chancellor of the Exchequer estimated 
that only about 20 per cent of the ave- 
rage household expenditure would be 
affected by the tax.* . 

When the purchase tax went into ef- 
fect on October 21, 1940, the estimates 
of its contribution to the Exchequer 
were £40,000,000 for the remainder of 
the fiscal year and £110,000,000 for a 
full year. Meanwhile, criticisms of “E. 


4 Parliamentary Debates, Commons, Vol. 
363, col. 653 (July 23, 1940). 
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P. T.” (the excess profits tax) whose 
rate had stood at 100 per cent since 
April 1940, and which was estimated in 
the July 1940 budget to yield £70,000,- 
000, or 5 per cent of the revenue, were 
gathering momentum. It was argued 
that the rate of the tax offered a stand- 
ing temptation to evasion and slackness 
in costing, and that it would tend to 
drain away liquid resources indispensa- 
ble for the eventual transition to, peace- 
time production." 

In the midst of the growing realiza- 
tion that conventional taxation could 
-meet only a minor part of the costs of 
the war, Mr. J. M. Keynes struck a 
cheerful note and thereby surprised and 
puzzled his very wide public. In a 


broadcast on September 26, 1940, Mr. . 


Kevnes said that although he still ad- 
vocated deferred payments to ward off 
inflation, he found that there was no 
Significant degree of budgetary inflation 
up to date, the financial and economic 
strength of Great Britain was not yet 
touched, and if taxes accruing were 
taken into account more than one-half 
of the budget expenditure financed at 
home would be met from taxes. To 
many critics, Mr. Keynes seemed to 
have reverted to his former oblivious- 
ness to the expansibility of expenditures 
in times of national crisis and near- 
disaster. 


BORROWING TO FILL THE GAP 


The Government’s financial returns 
for the first eight months of the fiscal 
year 1940-1941 gave only a partial pic- 
ture of the place of taxation in its vari- 
ous forms in the financing of costs, for 


5 "E, P. T. Examined,” The Economist, No- 
vember 2, 1940, pp. 552-553; November 9, 
1940, pp. 581-582. "E. P. T. on New Busi- 
nesses,” The Times (London), City Notes, 
December 4, 1940, p. 5. 

6 J. Maynard Keynes, “British Finances Af- 
ter a Year of War,” London Calling, October 
20-26, pp. 9, 13. 
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they excluded months of heavy income , 
tax payments. If it were not for the 
probability of further increases in ex- 
penditures, it could be assumed that the 
figure of total revenue as 28 per cent of 
expenditure shown on November 30, 
1940, would bé improved upon in the 
full year’s returns. Only the combina- 
tion of national defense contribution 
and excess profits tax was running 
ahead of schedule and, of the rest, only 
customs and estate duties were reason- 
ably close to the estimates. 

British war finance at home, there- 
fore, has become largely a matter of 
deficit financing and debt management 
—a subject on which there has been far 
too little discussion except in connection 
with the deferred-payments plan. In 
the fiscal year 1939—1940 and the first 
half of 1940-1941, the national debt, 
excluding foreign obligationg, rose from 
£8,000,000,000 to £10,000,000,000. The 
greater part of the deficit was financed 
by treasury bills, the outstanding 
amount of which increased by about 
£1,100,000,000 in the course of the 
period. 

Appeals to the public for war funds 
were delayed until November 1939, 
when the Government began an inten- 
sive campaign for voluntary savings 
through the purchase of National Sav- 
ings Certificates and National Defense 
Bonds. Two major war loans were 
floated in the first year of war. The 
first, a 3 per cent, £300,000,000 loan 
sold at par, was offered on March 12, 
1940, and was oversubscribed in two 
days. The second, a 2% per cent loan 
sold at par, was unspecified in amount, 
but by the end of October 1940 sales 
amounted to £286,000,000. 


THE PROBLEM OF FOREIGN ASSETS 


In the meantime, a financial emer- 
gency arose which few outside of the 
Government had the imagination to 
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foresee. The loss of her allies and the 
delays in home production forced Great 
Britain to buy from the United States 
large amounts of war and other provi- 
sions for which, under the terms of the 
Johnson and Neutrality acts, cash must 
be paid. No figure as to the precise 
total of Britain's actual and potential 
foreign assets was yet made public by 
the Government, but a careful estimate 
made by Professor Seymour E. Harris 
of Harvard University includes the fol- 
lowing "informed guess": 


À reasonable figure for liquid assets in 
dollars and gold available at the end of 
1940 to the Empire is $3,000,000,000. It 
is probable that at least $2,000,000,000 
plus the new gold will have to be used and 
the remainder will be used in 1941.’ 


It was apparent in the latter part of 
1940 that the British Government was 
channeling its American and Canadian 
resources into payment for North Amer- 
ican purchases. The surrender of hold- 
ings of several hundred specified Ameri- 
can and Canadian securities had been 
required of residents in Great Britain 
under the Defense (Finance) Regula- 
tions of September, 3, 1939. It also 
seemed certain that gold surrendered by 
the Bank of England to the Exchange 
Equalization Account was in use for 
purchases in the United States. 


* 
FINANCE IN CANADA 


Within the Empire, Great Britain's 
largest and most accessible resources, 
both financial and material, were in the 
senior dominion of Canada which, in 
turn, was aided in its war effort by an 
essentially preferred‘ position with the 
United States. Canada entered the war 
with a lighter burden of taxation than 
Great Britain's, with practically un- 
tapped mineral resources, including 

T Letter from Seymour E. Harris to The 
New York Times, Sunday, December 22, 1940, 
Sec. 4, p. 5. 
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gold, and with geographical insulation 
from the costs of home destruction. 

When the war financial needs were 
first encountered, Canada had expendi- 
tures of „approximately $500,000,000 
dnd a deficit of less than 10 per cent. 
Costs Increased so rapidly that the 
budget for 1940-1941, announced on 
June 24, 1940, allowed for expenditures 
of approximately $1,300,000,000, of 
which bout two-thirds was expected to 
be furnished by taxation. In September 
1939 Canada acted promptly. The first 
war budget, introduced in Parliament 
on September 12, 1940, increased in- 
come taxes and a number of indirect 
duties and imposed a new excess profits 
tax, the whole to produce an additional 
$62,000,000 in a full year. The regular 
budget for 1940-1941 increased taxa- 
tion more vigorously. The base of the 
income tax was broadened and higher 
rates were imposed; the excess profits 
tax was raised to 75 per cent; and stiff 
customs and excises were included for 
the purpose of conserving foreign ex- 
change. Additional income of $280,- 
000,000 was expected for a full year. 

As the war months wore on, Canada, 
like the United Kingdom and partly be- 
cause of the requirements of the United 
Kingdom, found that one of her most 
pressing problems was the provision of 
foreign exchange for financing the ad- 
verse balance with the United States. 
War materials must come from that 
area; Canada, with her relatively un- 
developed industries, had no choice. 
Steps to conserve exchange were taken 
in the “baby budget” of December 2, 
1940, in which luxury imports from 
non-Empire countries were curtailed, 
duties on British goods were reduced, 
and excises of 25 per cent were imposed 
on specified Canadian luxuries. 


New PROBLEMS 


Deficit financing in Canada encoun- 
tered an unexpected problem. The first 
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Canadian war loan of $250,000,000 at 
314 per cent, offered at par, was issued 
in January 1940, and was heavily over- 
subscribed. But a Federal War Loan 
offered on September 9, 194Q, ran into 
difficulties and the books had to be kept 
open nearly two weeks. Corporations 
subscribed generously, but small in- 
vestors, who had taken two-thirds of 
the January loan, appeared unconvinced 
' that further effort was necessary. In 
the end, they took only 40 per cent of 
the loan. i 

Canada, like Great Britain, has been 
furnished with financial blueprints for 
war and peace. The final paper in the 
publication of the Canadian Institute of 
International Affairs, War Finance in 


Canada, showed a rare awareness of. 


the growing importance of the foreign 


8 By F. H. Brown, J. D. Gibson, and A. F. 
W. Plumptre (Toronto, 1940). 
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exchange problem. The Rowell-Sirois , 
Report,? prepared in time of peace and 
proposing that the Dominion take over 
the respongibility for provincial debts 
and unemployment in return for the 
monopoly of Income, inheritance, and 
corporation taxes, was treated as a po- 
tential basis for national unity in the 
conference of provincial leaders called 
for its consideration on January 14, 
1941, and subsequently postponed. 

In general, in Canada as in Great 
Britain, the acute problems of the sec- 
ond year of war had been largely un- 
foreseen: the necessity of quick expendi- 
ture for quick defense production, the 
technique of deficit financing, and the 
provision of foreign exchange for pur- 
chases abroad. 


9 Report of the Royal Commission on Do- 
minion-Provincial Relations (Ottawa, 1940), 


32 vols. e 
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Financing National Defense in Russia and the 
_Axis Powers 


t By MABEL NEWCOMER . 


N 1938, the year preceding the out- 
break of the war in Europe, more 

than two-thirds of the national defense 
expenditures of the world were incurred 
by four governments—Germany, Italy, 
Soviet Russia, and Japan. The defense 
expenditures of the other fifty-six na- 
tions doubled during the first six years 
of Hitler's regime. The defense ex- 
penditures of the four nations in ques- 
tion multiplied twelve times in the same 
period.* $ 

The first World War caught the coun- 
tries involved financially «unprepared. 
Counting on a short war and on victory, 
and unaccustomed to heavy taxes, most 
of the gdvernments depended almost 
entirely on borrowing to meet increased 
demands. In Germany, for example, 
only 7 per cent of the cost was met from 
tax revenues in 1915-16. Only after 
many months did the governments rec- 
ognize that the war was to be prolonged, 
that victory was uncertain, and that the 
dangers and difficulties of inflation out- 
weighed the hardships of heavy taxes. 

The second World War did not take 
the governments of these four countries 
unaware, and Germany, at least, had 
profited by her former experience with 
inflation. Powerful tax systems had 
been built, and the people were being 
taxed almost to capacity before the war 
actually began. There were no illusions 
about the possibility of shifting the im- 
mediate cost of war to other countries 
or to future generations. 

The student of current war financing 
is handicapped, on the one hand, by the 
dearth of authentic information, and 


1W. T. Stone, “Economic Consequences of 
Rearmament,” Foreign Policy Reports, XIV, 
No. 14 (October 1, 1938), p. 159. 
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embarrassed, on the other, by a wealth 
of estimates based on inadequate data. 
It is impossible, in a brief account, to 
give all the sources and all the limita- 
tions of the data, but an effort has been 
made*to indicate the principal sources 
and their reliability. Fortunately, the 
astronomical sums involved permit a 
wide margin of error without obscuring 
the trend. And such comparisons as 
have been made are believed to be sig- 
nificant, even though the exact figures 
may fall rather wide of the mark. 


FINANCING War IN GERMANY 


Germany is pre-eminently the coun- 
try that planned for war. National ex- 
penditure for armaments was officially 
stated to have equaled ninety billion 
marks in the six years preceding the 
war. This sum is approximately one- 
fourth of the total national income for 
the six-year period, and exceeds national 
tax revenues by nearly thirty billion 
marks. 

The acknowledged increase in the na- 
tional debt is not sufficient to cover this 
excess and ordinary government ex- 
penditures. A substantial part of the 
difference may have been met by the 
forced contributions that have been so 
extensively used in Germany, but even 
these could scarcely account for the 
whole difference. Presumably, there- 
fore, the actual debt is materially larger 
than the amount disclosed.’ 

Tax yields doubled in this six-year 
period, partly as a result of new and 
higher levies, partly as a result of the 
expanding national income which, in 
1938-39, was 70 per cent above the 


2League of Nations, Money and Banking, 
1939/40, Vol. 1, 1940, p. 33. A 
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1932-33 level. The Government has 
taken important steps to increase tax 
yields in the past two years. In March 
1939 the income, tax on unmarried per- 
sons was increased 12.5 per gent and 
certain exemptions were abolished. Also; 
a 30 per cent surtax—reduced later to 
15 per cent because of protest—was 
levied on increases in private and cor- 


poration income over 1938. Later in . 


the year a levy of from 2.5 to 10 per 
cent of local tax revenues was imposed 
on the communes. Also, a 5 per cent 
capital levy was added to the original 
20 per cent levy on Jews, the original 
levy having -failed to produce the bil- 
lion marks set as the goal. Adjustments 
in 1940 in income taxes brought rates 
on personal income to 64 per cent and 
increased the corporation tax. Beer and 
tobacco taxes were increased 50 per 
cent and customs duties were raised.? 
It is estimated that tax yields, con- 
tributions, and the profits of state enter- 
prises amounted, in 1939—40, to approx- 
imately 45 per cent of the national in- 
come. The same estimate puts taxes 
alone at 37 per cent of income.* For 
1940-41, there are too many uncertain 
factors even to hazard a guess. 'The in- 
creased tax levies should increase tax 
yields substantially. Against this is the 
possibility that the national income will 
be seriously impaired, and there is al- 
most certainly decreased consumption 
of some of the specially taxed com- 
modities such as beer. Import duties 
will drop with the practical cessation of 
foreign trade. And tax yields will be 


cut to some extent by the redemption of 
. 

3 These changes have been reported in scat- 
tered references in The Economist, The Statist, 
and The New York Times. 

4This includes local taxes. National taxes 
amounted to 31 per cent. See estimates in 
The Economist, January 27, 1940, p. 148. 
Other and widely varying estimates have been 
found, but none has given as much detail as 
to method of computation as the one quoted 
above. 
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tax certificates, a variety of short-term 
notes issued between May and October 
1939 to pay up to 40 per cent of Reich 
debts to cqntractors. These reached 
nearly five billion marks before they 
were discontinued. They are applicable 


eto future tax obligations and reduce tax 


collections correspondingly. 


New Sources OF GERMAN INCOME 


However, the Reich is not wholly de- 
pendent on its own economy for meet- 
ing the costs of war. The extension of 
control to other countries opens up im- 
portant new sources of income. Early 
estimates indicated that the Reich ex- 
pected to cover over seven billion marks, 
or 15 per cent of the year’s war expendi- 


, tures, from France alone. This may be 


achieved, but it seems improbable that 
expenditures will be kept down to the 
level indicated—approximately that of 
1939-40. The war didenot assume its 
present proportions until after April 1, 
the beginning of the current fiscal year. 

Substantial fresh borrowing is jn- 
evitable. Official estimates indicate 
that borrowing amounted to about 
Rm.2,000,000,000 a month for the first 
six months of the war, and had risen to 
Rm.2,700,000,000 a month in the sum- 
mer. If these figures are correct and 
this rate of borrowing has continued, 
the amount of the disclosed debt, set 
at Rm.44,600,000,0@0 on December 31, 
1939, would have nearly doubled by 
the end of the 1940-41 fiscal year. It 
seems improbable that Germany has 
found it necessary to borrow less than 
was anticipated, and the concealed debt 
must be added to the rest. The total 
can hardly be less than. Rm.100,000,- 
000,000 by March 31, 1941. (The 
acknowledged debt stood at Rm.66,- 
000,000,000 on September 30, 1940. 
The New York Times, December 16, 
1940.) Some financial writers placed 
it at this figure as early as March 31, 
1940. The note circulation of the 
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Reichsbank increased 17 per cent in 
the first year of the war. Rentenbank 
note circulation apparently ,increased 
more. Not even Germany, with her 
completely controled economy, can 
finance a war through taxes alone or 
float voluntary loans indefinitely. Nev-e 
ertheless the proportion of the total 
costs met from taxes is large compared 
with the experience of the first World 
War. 

To date, borrowing has not brought 
marked price increases. The wholesale 
price index rose only 4 per cent between 
September 1939 and November 1940. 
The cost-of-living index rose only 6 per 
cent and food prices 8 per cent. The 
inflation that the German people have 


dreaded perhaps as much as war has not , 


yet materialized. 

Another important difference between 
the financing of this war and the last is 
the dependence on direct taxes. The 
Reich had no income tax in 1913 and 
almost the entire Reich tax revenue 
came from consumption taxes. Only in 
1917-18 did a belated war-profits tax 
impose any significant burden on the 
wealthy. Today one-half of the yield 
of Reich taxes is fgom direct levies. 

All these factors point to a more 
equitable distribution of the burden 
over the population as a whole. The 
total burden, however, has been heavier 
in terms of resources in the first year of 
this war than in 1914, and even though 
the Government succeeds in shifting the 
cost in still larger measure to subject 
nations, the ultimate cost in depleted 
economic resources, not recorded in the 
budget, must prove very great. 


FINANCING WAR IN ITALY 


Dependable figures for Italy in the 
war period are more difficult to obtain 
than for Germany, and estimates vary 
widely. The Italian Minister of Fi- 
nance estimated expenditures for 1939— 
40 at a little over 56,000,000,000 lire, 
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or approximately one-half of the na- 
tional income. Revenues were esti- 
mated at a little under 30,000,000,000 
lire, leaving a deficit of 26,400,000,000 
lire, or 47 per cent of the total. The 
"1939-40 expenditures are almost three 
times those of a decade earlier and 
nearly 50 per cent larger than during 
the Ethiopian war. War and armament 
expenditures are more than three-fifths 
of the total. 

National tax revenues increased 50 
per cent in this decade, a smaller in- 
crease than that of any of the other 
countries under consideration. This is 
largely because taxes were extremely 
heavy at the beginning of this period. 
If local taxes are added to national 
taxes, the increase is even less, 26 per 
cent, since the National Government 
has taken over a large part of the for- 
mer local burden. The total tax rev- 
enue in 1939-40 is estimated at between 
25 and 30 per cent of the national in- 
come, about the same percentage as in 
1929—30. 

The Government has made a definite 
effort to increase taxes to meet war ex- 
penditures. A 10 per cent capital levy 
was imposed on dividends in 1936 at 
the time of the Ethiopian campaign. At 
the same time, a forced loan was im- 
posed on real estate, under conditions 
that amounted to a capital levy. In 
addition, an excess profits tax with rates 
reaching as high as 60 per cent was im- 
posed. A levy of 10 per cent on cor- 
porations was imposed in 1937. "These 
new levies increased yields about 25 
per cent. 

For the fiscal year 1940-41 a third 
capital levy has been imposed. ‘This 
one is at a rate of 0.5 per cent and ap- 
plies to all property. A flat 2 per cent 
gross income tax on all goods and serv- 
ices has replaced a series of sales taxes 
at varying rates. Income taxes have 
been increased, and a special tax has 
been levied on corporation directors. 


FINANCING DEFENSE IN RUSSIA AND THE Axis POWERS 


It was estimated that the new capital 
levy and turnover taxes, together with 
reforms in tax administration, would in- 
crease tax yields approximately 50 per 
cent. Even so, a 20,000,00Q000 lire 


deficit was anticipated for a 50,000,-° 


000,000 lire budget. "This means that 
the current budget would have been 
financed, according to early estimates, 
60 per cent from taxes and 40 per cent 
from loans. Later tax increases should 
increase revenues more, but since the 
preceding year’s expenditures rose to 
56,000,000,000 lire, with only one 
month of war, it is certain that actual 
expenditures will be far in excess of the 
original budget estimates, and it seems 
almost certain that the major part of 
the cost will come from loans. 

At the end of June 1940, the national 
debt had apparently reached 175,000,- 
000,000 lire. By June 1941, the debt 
will probably have passed the 200,000,- 
000,000 lire level. The burden of the 
debt in terms of the national income is 
materially greater than in Russia, Ja- 
pan, and perhaps Germany. It seems 
probable that it will be about double the 
annual national income by the end of 
the current fiscal year. Note circula- 
tion had not risen greatly by March 
1940. No recent figures have been 
found. Nor have recent figures been 
found for price changes. The cost-of- 
living index rose 30 per cent between 
1934-35, its low point, and 1939. The 
wage index rose about 25 per cent in 
the same period. 

Italy is a poor country and the ex- 
penditure of approximately 30 per cent 
of its national income for war has un- 
questionably imposed a heavy burden 
on the population. The large depend- 
ence on consumption taxes, government 
monopoly profits, and lotteries, weighs 
particularly on those with small in- 
comes, and the substantial government 


5 Data from scattered references in The 
Economist and The New York Times. 
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borrowing has probably contributed to 
inflation. 
FINANCING WAR IN JAPAN 


The Japanese national budget for 
1940-41 is between six and seven times 


ethe 1930-31 budget. Nearly two-thirds 


of the current budget is for defense and 
the “China incident." In 1938-39, de- 
fense expenditures equaled one-third of 
the national income.® 

Japan has been at war longer than 
any of the other nations under consid- 
eration, and the pattern of her war 
financing is clear. For the three years 
1937-38 to 1939-40, 68 per cent of 
national, expenditures were met from 
loans and 28 per cent from taxes. The 


¿remainder came from government mo- 


nopolies and miscellaneous receipts. 
This heavy dependence on borrowed 
funds is reminiscent of the fipancing of 
the first World War by European coun- 
tries. 

New taxes have been introduced and 
the total tax revenue has more than 
doubled in this three-year period, but 
national expenditures have been quad- 
rupled. Most of the increase in tax 
revenues has come fzom the income tax. 
The 1940-41 budget estimates the yield 
at 46 per cent of all tax revenues in 
this year. 

A new excess profits tax applying to 
both corporations and private individ- 
uals was imposed beginning in 1935-36. 
Profits are computed in relation both to 
capital invested and to former earnings. 
The yield in 1939-40 was estimated to 
equal 12 per cent of all tax revenue. 
Substantial increases have also been 
made in excise tax rates, but while the 


8 No later figures for income are available. 
The expenditures are those regularly reported 
in the Japan Department of Finance, Finan- 
cial and Economic Annual of Japan, plus spe- 
cial extraordinary credits for the Chinese cam- 
paign reported in the League of Nations, 
World Economic Survey, 1938/39. Income 
figures are from the latter source. 


+ 


122 


yield of all national indirect taxes nearly 
doubled between 1936-37 and 1939-40, 
the proportion of indirect taxes declined 
from 56 to 44 per cent.” , $ 

If the entire tax system is considered, 
the proportion of direct taxes is about 
two-thirds of the whdle. The propor-* 
tion of the national income taken in 
taxes has remained remarkably steady 
over the past decade, varying between 
12 and 14 per cent. This is a much 
smaller percentage of the national in- 
come than is to be found in any of the 
other countries under consideration. 

The national debt has increased rap- 
idly in the last three years—118 per 
cent as compared with 18 per cent in 
the three preceding years. Note circu- 
lation increased 44 per cent between, 
August 1939 and June 1940. Prices are 
controlled, but increased excise taxes 
and other factors have made it neces- 
sary to permèt increases. Wholesale 
prices doubled between January 1931 
and January 1940. They increased 
about 25 per cent in the last year of 
this period. There was an appreciable 
decline between January and August, 
however. The cost of living rose slowly 
but steadily, so that by May 1940 it 
was double the low point of July 1932. 
Standards of living have probably suf- 
fered materially. Certainly production 
has not increased sufficiently to make it 
possible to divert one-third of the na- 
tional income to war without materially 
reducing ordinary consumption. 


FINANCING DEFENSE IN RUSSIA 


The finances of Soviet Russia differ 
materially from those of the other coun- 
tries under consideration because of the 
almost complete socialization of indus- 
try, and the consequent fact that gov- 
ernment revenues include a much larger 


* Financial and Economic Annual of Japan; 
S. Shiomi, “The Reform of the Tax System,” 
Kyoto University Economic Review, 15, No. 
2 (April 1940). 


* 
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part of the national income than in 
countries with. private enterprise. In 
1928—29, government revenues, includ- 
ing local budgets, amognted to between 
one-fourgh and one-third of the national 
Later estimates are uncertain 
but the 1934 revenues apparently 
amounted to at least three-fourths of 
the total income of that year.? 
Government revenues more than tri- ' 
pled between 1934 and 1940. To what 
extent this increase has been paralleled 
by a rise in the price level cannot be 
ascertained since no price indexes have 
been published in recent years. All 
signs point, however, to a continuing 
inflation. The money in circulation in- 
creased four times between 1929 and 
1935, the last year for which figures 
have been found. In 1935 the ruble 
was devalued, and food rationing was 
largely abandoned, with a consequent 
sharp rise in prices. Food prices are 
estimated to have increased between 
seven and eight times in the nine years 
1928 to 1937. Wages lagged in the 


‘same period, so that the purchasing 


power of the worker’s income decreased 
to approximately one-half, in terms of 
food, and the average dwelling space 
per urban worker declined to about two- 
thirds of the 1928 area? The very 
fact that publication of price indexes 
has been abandoned points to a declin- 
ing purchasing power. 

The contribution of defense financing 
to inflation can only be surmised. In 
the 1940 budget, defense expenditures 
amount to approximately one-third of 
the total national and local budget. If 
this budget amounts to three-fourths of 
the national income, which is a con- 
servative estimate, approximately one- 

8 L. E. Hubbard, Soviet Money and Finance 
(London, 1936), p. 109. 

? Figures for money in circulation from 
League of Nations, Statistical Yearbook, The 
other estimates are from the Quarterly Bulle- 


tin of Soviet-Russian Economics, November 
1939, pp. 52-55. « 
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fourth of the national income is allo- 
cated to national defense. 

The rapid increase in government ex- 
penditure for defense has not resulted 
in any important changes in the revenue 


system. Receipts from loans account' 


for only 6 per cent of the 1940 budget 
receipts. The total outstanding debt 
on July 1, 1940, is reported as only one- 
` fourth of the budget receipts for the 
year, and the debt service, including in- 
terest and amortization, is only a little 
over 1 per cent of the total budget.!? 
The extent to which this acknowledged 
borrowing has been supplemented by 
note issue in recent years cannot be 
ascertained. 

Social security funds from pay roll 
taxes are only about 5 per cent of the 
total budget. Another 5 per cent comes 
from direct taxes, including personal 
income and inheritance taxes. The 
comparatively small private incomes 
and property preclude any important 
yield. Taxes in kind bring substantial 
yields, although some of these have re- 
cently been abandoned. 

Approximately 72 per cent of all 1940 
budget revenue comes from profits and 
the turnover tax, introduced in 1930. 
The latter produces about 60 per cent 
of all revenues. "The rates vary with 
the commodity and are frequently in 
excess of 80 per cent. In general, rates 
are low on producers! goods and high on 
consumers’ goods, especially food. To 
illustrate, in 1938 the rates on coal, iron 
ore, and pig iron were 0.5 per cent, 
whereas rates on meat, fats, cheese, salt, 
sugar, and tobacco exceeded 80 per 
cent. Hven grain, the staple food, is 
heavily taxed. Sixty per cent of the 
value of gross retail sales was attribut- 
able to the turnover tax in 1938. The 
rates were decreased somewhat in 1940. 


19 United States Department of Commerce, 
Russian Economic Notes, September 30, 1940. 

11 Quarterly Bulletin of Soviet-Russian Eco- 
nomics, November 1939, p. 49. 
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DIFFERENCES BETWEEN COUNTRIES 


Compaygisons between countries, or 
for different periods in one country, can 
best be made in terms of the relation 
of one item in the budget to another, or 
*the relation of fevenues and expendi- 
tures to the total national income. Nei- 
ther per capita figures nor totals can be 
used for comparison because of the 
rapid changes in the purchasing power 
of the different monetary units and the 
absence of free exchanges. Conse- 
quently, only percentages are given in 
Table 1. The percentages in this table 
have, in a number of instances, espe- 
cially for the recent period, been cal- 
culated from data that are admittedly 
estimates based on incomplete informa- 
tion. It is recognized, therefore, that 
the error may be substantial. More- 
over, the budget year does not coincide 
with ‘the first year of wer, so that the 
period covered includes from one to 
twelve months of active war for the dif- 
ferent periods and countries. Never- 
theless, it is believed that, where differ- 
ences are marked, certain conclusions 
can be drawn from these comparisons. 

There are wide differences between 
countries. Soviet Russia, with its com- 
pletely nationalized economy, is unique. 
The absence of large incomes and of 
substantial private properties limits the 
sphere of direct taxation. Because of 
the wider field of government activities, 
taxes take a far larger part of the na- 
tional income, and defense expenditures 
are a smaller part of the total govern- 
ment cost, although the proportion of 
the national income devoted to defense 
is not markedly different from that of 
the other countries. 

The distribution of costs and rev- 
enues between central and local govern- 
ments is also responsible for some vari- 
ations from one country to another. 
The rapid centralization of government 
in all these countries in recent years, 


° 
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TABLE 1—CoMPARATIVE FINANCES OF SELECTED COUNTRIES FOR THE FIRST 
YEAR OF EACH or THE Two Woro Wars” 


First World War 


Percentage of * 





be 1914— | 1015- 
1915 | 1916 

National income used for defense 

expenditure. iiie eo R es 16 41 
National income used for national 

e to E oe tenis DN EA 5 12 
National expenditure used for 

defensB. c cease SI Pulse Dus 65 65 
National expenditure derived 

from loans «exei RS 73 81 
National taxes acquired by direct 

levies on income and property. . 4 30 
Percentage increase in wholesale n 

PRICES. cas Raven D ed cs 15 50^ 


Second World War 
e 


Germany! Italy | Russia france Germany| Italy | Russia! Japan 


mm m mn Soa E amare leen eoe n E een maru Ce 


BIE | so | BB REESE 
z 17 51 30 25 24 
m 9 31 21 70 8 
76 69 90 61 40 83 
78 64 55 47 5 60 
13 18 51 21 0 53 
a 43 4 c a 6 


¢ Figures for income and prices not available. 

b Average increase for calendar year 1916 over 1915. 

¢ No figures are available. The wholesale price index of Italy increased 10 per cent from 
August 1935 to August 1936 during the Ethiopian war. 


however, makes this factor less impor- 
tant in the second period than in the 
first. Finally, the yarying number of 
months of active warfare is responsible 
for some differences. The fact that the 
Italian percentagas are consistently 
smaller than the German in the second 
period can be attributed in large part 
to the fact that the fiscal year covers 


12 Tapan has been omitted for the first war 
because of her very limited participation. 
France has been included in the first period 
to show that the German pattern of financing 
was not unique. It has been omitted from 
the second period because only budget figures, 
compiled before the war began, are available. 
The months of active war covered by the 
fiscal year are as follows: First period, Ger- 
many 8, Italy 12, Russia 12, France 5; Second 
period, Germany 7, Italy 1, Russia 3, Japan 
12. League of Nations figures have been used 
as far as these are available. These have been 
supplemented for the early period by statisti- 
cal yearbooks for specific countries and in the 
later period by data from current journals, 
particularly The Economist. Special studies 
of the finances of the different countries have 
also been consulted. 


only one month of war for Italy and 
seven for Germany. 


DIFFERENCES BETWEEN PERIODS 


Turning from differences between 
countries to differences between periods, 
a far larger proportion of the national 
incomes has gone to defense expendi- 
tures in the first year of this war than 
in the first year of the earlier one. The 
difference is very great for Germany, al- 
though the period of active warfare cov- 
ers a smaller part of the budget year in 
1939-40 than in 1914-15. Italy, too, 
must be diverting a much larger part of 
the national income to war now than 
in 1915-16. This is not shown in the 
figures given because the year in ques- 
tion covers twelve months of war in the 
first period and only one in the second. 
If 1914—15, with only one month of 
war, is taken for comparison, 14 per 
cent of the national income went to na- 
tional defense in the first period as com- 
pared with 30 per cent in the second. 


FINANCING DEFENSE IN RUSSIA AND THE ÅXIS POWERS 


In spite of the much larger burden of 
expenditures, a much larger part of the 
cost has been met by taxes in the second 
period. Taxes govered close to one-half 
of the expenditures in the lager period 


as compared with approximately one- 


quarter in the earlier period. This 
means, of course, that national taxes are 
taking a far larger proportion of the 
national income. Not only have taxes 
increased greatly, but the proportion of 
this greater tax burden that falls on di- 
rect taxes on income and property has 
increased materially in Germany and 
Japan, and probably also in France. 
In Italy and Russia, the reverse is true, 
although the change is less marked. 

In short, the financing of the first 
year of the second World War is on a 
sounder basis than the financing of the 
first World War. The comparatively 
large proportion of direct taxes and the 
comparatively small proportion of bor- 
rowed funds, supplemented by price 
controls, have been fairly effective in 
keeping prices down. ‘This points to a 
more equitable distribution of the bur- 
den over the population as a whole. 

If the war is prolonged, however, the 
financing will probably change for the 
worse, whereas in the first World War 
it improved. This may be expected be- 
cause, with thorough organization, it has 
been possible to reach practically all of 
the taxable surplus at the outset. Ger- 
many's war levy in 1917-18 multiplied 
tax yields to between four and five times 
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the returns of the preceding year. In 
Italy and France, as well as in Ger- 
many, tbe proportion of expenditures 
mef from taxes increased in the later 
years of the war. 

Today, there are no comparable tax 


* reserves to be exploited; and the very 


fact that such a large part of the na- 
tional income of these countries is being 
diverted to destruction must mean that 
tax bases are being impaired. None of 
the figures given indicates costs in terms 
of capital depletion. It seems highly 
probable, therefore, that tax yields will 
decline, at least in Germany and Italy. 
Japan, of course, has not yet taken a 
large pgrt of the national income in 
taxes, and has depended on loans more 


, than the other countries. But in view 


of the poverty of the Japanese people it 
is not certain that taxes can be increased 
greatly. Actually, Japan hag depended 
increasingly on borrowed funds. Sixty 
per cent of national expenditures was 
met from loans in 1937-38, and 74 per 
cent was apparently met from loans in 
1939-40. Too little is known of con- 
ditions in Soviet Russia to evaluate the 
situation there. 

In view of all these factors it seems 
probable that, although the proportion 
of expenditures covered by taxes in- 
creased during the later years of the 
first World War, the reverse may be 
expected in the present war. All signs 
point to the conclusion that these coun- 
tries will depend increasingly on bor- 
rowed funds. 
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State and Local Government Taxes in the Crisis 
By Henry F. Lone 


T IS inevitable that the pressure upon 
the Federal Government to increase 

its revenues to meet the added demands 
of an adequate national defense program 
will in turn make more acute the finan- 
cial problems of the states and their 
political subdivisions. The situation is 
not fairly comparable to that which ob- 
tained during the first World War. 
That period was entered with relatively 
little national debt in contrast with the 
unprecedented national debt of today. 
Moreover, the Federal Government had 
then placed no severe drain upon those 


sources of revenue which were commonly . 


employed as substantial bases of state 
revenue. Again, the scope and intensity 
of governmental activities, Federal, 
state, and local have been widely ex- 
tended during the past twenty-five years. 
Although the expansion of Federal ac- 
tivities in the last decade, particularly 
those incident to the relief and social 
security program, overshadow state and 
municipal extensions, the latter have 
been by no means pegligible. 


EXPANSION OF STATE ACTIVITIES 


In 1915 state expenditures for high- 
ways represented only 4.7 per cent of 
total state expenditures. In 1937 this 
percentage had risen to 12.9. In 1931 
state expenditures for health and wel- 
fare represented 10.7 per cent of the 
total. By 1937 this percentage had 
reached 24.5. ‘These are but notable 
examples of the trend of states toward 
new activities or expansion of old ones. 
All this, of course, has entailed an en- 
larging tax burden.  State-collected 
taxes have increased from $333,000,000 
in 1912 to $2,080,000,000 in 1930, and 
to $3,857,000,000 in 1938. The corre- 
sponding figures for local collections are 


$1,329,009,000 for 1912, $4,718,000,000 
for 1930, and $4,920,000,000 for 1938. 

The result of this development in all 
three levels of governmental activity is 
that the elasticity of the tax structures 
for each is already subjected to con- 
siderable tension. With this established 
scale of expenditures, the American peo- 
ple are now confronted with the neces- 
sity of meeting the additional problem 
of financing apparently limitless expen- 
ditures for defense. Obviously, the 
prospect is not pleasing for anyone 
charged with the responsibility of seek- 
ing adequate revenues, whether he be in 
the Federal, state, or local sphere of 
action. Obviously, too, with the urgent 
needs of the Federal Government, the 
states and their political subdivisions can 
hope for little.quarter where Federal and 
state interests clash. 

In considering the possibilities of the 
states to maintain their revenues both 
for the needs of themselves and of their 
political subdivisions, it is well to note 
what sources of revenue have already 
been tapped. To supply municipal rev- 
enue, the general property tax was and 
still is the main reliance. Although in 
the larger cities there has been an in- 
creasing tendency to draw from other 
revenues, in 1936, in cities of over 100,- 
O00 inhabitants, the property tax still 
supplied 60 per cent of total revenue. 
But with the pressure of ever increasing 
expenditures, the states for their own 
needs have more and more beem invad- 
ing new fields. 

As late as 1915, the property tax sup- 
plied 50.9 per cent of state tax receipts. 
Other state tax receipts were then di- 
vided as follows: Business and License 
Taxes, 21.4 per cent; Motor Vehicle 
Licenses, 4.0 per cent; Inberitance 
Taxes, 7.9 per cent; and all other taxes, 
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15.8 per cent. The marked invasion of 
new fields is apparent from the following 
division of state tax receipts for 1937: 
General Property Tax, 7.8 per cent; 
Business and License Taxes, 412.1 per 


cent; Motor Vehicle Licenses, 9.5 per" 


cent; Inheritance Taxes, 3.7 per cent; 
Income Taxes, 9.9 per cent; Pay Roll 
Taxes, 9.2 per cent; Sales Taxes, 20.8 
per cent; Motor Fuels, 20.0 per cent; 
and all other taxes, 7.0 per cent., 

It is accordingly clear that the op- 
portunity for excursions into new fields 
has already been very considerably nar- 
rowed.  Presumably the states have 
pressed most in those directions offering 
the least resistance until the possibilities 
there have been pretty well exhausted. 
There now appears an increasing threat 
to most of these sources because of 
Federal pressure. 


THE Property TAX 


Of all the major sources of state and 
local revenue, the only one that remains 
apparently immune from immediate 
threat from the Federal Government is 
the property tax. But here, as already 
indicated, the states have dedicated the 
bulk of the yield to political subdivi- 
sions. In 1938 the states’ share of prop- 
erty taxes amounted to $214,000,000 as 
against $4,531,000,000 going to local 
government. To attempt to disturb this 
long-established fiscal arrangement would 
probably meet with as strong opposition 
as a direct assault upon local autonomy, 
even were it conceded to be a desirable 
objective. Moreover, the debt structure 
of municipalities rests largely upon their 
ability #o collect local property taxes. 
Under these circumstances, the states 
can scarcely look here for additional 
revenue to supply their own needs. 
Moreover, the real estate tax burden in 
many states is regarded as too severe 
and one that demands relief. The ad- 


1Tax Administrators News, Vol. 3, No. 4, 
April 1939, 
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vance in municipal expenditures through 
the years, the effect of the depression 
upon real estate values, and innumerable 
minor causeg, have contributed to bring 
about this situation. 

In Massachusetts, for example, which 


*is generally regarded as a state reason- 


ably conservative in its own fiscal poli- 
cies and one exerting as adequate a con- 
trol over municipal finance as any, the 
average local tax rate has almost stead- 
ily increased from $16.68 per thousand 
dollars of valuation in 1912 to $32.84 
per thousand dollars in 1940. It is im- 
portant to note that these are average 
figures. The property valuations and 
the finagcial condition of each of the 
351 cities and towns of the Common- 


wealth are varying. In 1940, although 


the lowest local tax rate was $12.90, 
the highest rate was $53. In consider- 
ing the fiscal problem, averages do not 
afford an adequate basis for protection 
of the weakest links in the chain. A 
City or town with an excessive tax rate 
not only is confronted with the problem 
of keeping its expenses down to the ex- 
isting level to hold that rate, but it is 
soon likely to find that this alone will 
not suffice because eof shrinking prop- 
erty valuation induced at least in part 
by the very existence of the high rate. 
The migration of industry is another 
factor complicating the problem for so- 
called industrial centers, not only in 
Massachusetts but in many other sec- 
tions of the country—a problem more 
acute perhaps in time of depression, but 
one which will nevertheless always play 
a part as an incident of social, indus- 
trial, and economic shifts. Again, there 
is the small-town problem in those com- 
munities where a financial structure has 
been set up upon the existence of a 
single large industrial plant, which sud- 
denly shuts down, perhaps for' all time. 
Already recognition of this sort of prob- 
lem is seen in connection with so-called 
war-defense industrial centers. 


* 
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The net result of the situation that 
has developed is that in many sections 
of the country there has begn a loud 
outcry for relief from real,estate taxes. 
Some have attempted to meet the de- 
mand through tax limitations, some 
through curtailment *of expenditures, 
and some through reaching additional 
revenue from other sources, but as yet 
the demand is not fully satisfied. With 
this general picture in mind, it not only 
seems highly improbable that property 
taxes can be regarded as affording a 
base for additional revenues, but that 
in many states there will be a continu- 
ing urge to seek other sources of revenue 
to establish a means for reducipg prop- 
erty taxes. 


THE INcomME T&x 


When the states turn to the income 
tax, they gre at once face to face with 
the specter of the Federal octopus which 
shows every indication in its hour of 
need of fastening its tentacles upon so 
much of what exists, that the states 
may well tremble for fear they will not 
be permitted to retain even that which 
they now have. Of course, the situation 
varies from state toestate. A state such 
as Massachusetts, which has not and 
cannot constitutionally adopt an income 
tax with graduated rates, feels less the 
pressure of the Federal Government in 
the higher brackets than does a state 
with graduated rates. Nevertheless, 
there is a limit beyond which a state 
with uniform, classified rates cannot in 
safety go. There are the states with 
either lower rates or no income tax at 
all, in which so-called wealth can seek 
sanctuary. No bright line establishes 
the mark of this limit. 

The point at which the income tax 
burden will cause an inhabitant of a 
given state to migrate varies with the 
particular individual. Disposition, busi- 
ness, home and social ties, tradition, 
proximity to other states, and many 
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other factors play a part, so that even a 
slight increase in rate in one instance 
will be sufficient to turn the balance, 
whereas in another a resident would 
budge aj little short of confiscation. 
"Rates must apply, however, to those 
who are most tax sensitive as well as 
to the calloused. Moreover, it is those 
of considerable wealth, and hence whose 
departure will be felt most, who by and 
large,are most likely to be influenced by 
attempts to advance income tax rates. 
It probably is true that exemptions in 
many states might be reduced, and al- 
though the cost of administration in- 
creases per capita as such territory is 
invaded, nevertheless the field is still 
one that holds possibilities of minor 
additional revenues. "The difficulty here 
lies in popular insistence against reach- 
ing those of small incomes. Probably 
there has never been a time when legis- 
lators were more responsive to what 
they conceive to be the popular will, 
not necessarily because they believe it 
best for the people, but more often, as 
many frankly admit, it seems the best 
way to insure their own re-election. 
While there are still some states that 
have not adopted income taxation, it 
is believed that analysis would reveal 
that in such states either the possibili- 
ties of yield would be slight or else some 
other method of reaching intangibles is 
already in effect. 

In the excise field, levies upon motor 
fuels are prominent as producers of 
state revenue. Rates range from two to 
seven cents per gallon. Three- and 
four-cent rates obtain in the largest 
group of states. But here again, the 
Federal Government has come into the 
picture. Moreover, resistance to in- 
creasing the rates finds support by rea- 
son of other levies which touch those 
interested in the manufacture, owner- 
ship, or operation of motor vehicles. 
Registration fees in many instances ex- 
ceed administrative costs and are de- 
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signed as producers of revenue. Motor 
vehicles are also subject to the direct 
property tax or to an excise in lieu of 
a property tax. ¢ Then there is the con- 
tribution of motor vehicles threugh sales 
taxes, While it may be that the advent 
of the automobile has directly or indi- 
rectly added to the cost of government 
more than is contributed through the 
various levies connected with it, or- 
ganized opposition and popular dis- 
approval seem likely to defeat any at- 
tempt to produce substantial additions 
to the flow of revenue from this source. 


BUSINESS AND LICENSE TAXES 


Another group in the field of excises 
are business and license taxes, particu- 
larly those imposed with respect to cor- 
porate existence or activity. Here we 
have an historical background that af- 
fords the experience of many years. It 
is an area that has been pretty well ex- 
ploited. It again is in the domain of 
severe strain of Federal levies existing 
and anticipated. When the Federal 
Government is experiencing difficulty in 
steering a course that on the one hand 
will not hamper industry essential to 
defense plans and on the other will in- 
sure that any profits over and above a 
so-called fair return will come to lodge 
eventually in Federal coffers, it is ob- 
vious that the time is scarcely opportune 
for the states to institute anything in 
the nature of a raid. Here, again, or- 
ganized opposition is invariably expe- 
rienced. And beyond this is the ques- 
tion of policy. With states vying with 
one another for industrial enterprises 
and not infrequently offering them spe- 
cial tax favors, movements in an oppo- 
site direction are likely to encounter 
rough going. Local chambers of com- 
merce seldom see anything but good in 
the acquisition of a new industry or the 
retention of an old one. By and large, 
it would not appear that the tax admin- 
istrator in search of added revenue is 
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likely to find much comfort in a re- 
survey of business excises. 

Another group of excises long and 
generally employed by the states are 
death taxes.? Federal death taxes have 
greatly diminished what attractive pos- 
sibilities may Have remained for the 
states in this form of taxation. It, too, 
is a type of tax where the state must 
be somewhat tender of its prey lest it 
become disturbed and seek shelter in 
another jurisdiction. Gift taxes are 
open to the consideration of many 
states, but although they may tend to 
insure a more complete collection of 
death taxes, gift taxes in themselves in 
the relatively few states where adopted 
have not been productive of imposing 
revenue. . 

Combined Federal, state, and local 
exactions upon alcoholic beverages are 
probably approaching the levgl of dimin- 
ishing returns, althougle, of course, the 
question of just where this level may be, 
is one of those abstruse propositions that 
never can be demonstrated. In any 
event, from a practical point of view 
it seems probable any increase in such 
taxes sufficient to produce substantial 
change in the fiseal situation of the 
states and their political subdivisions is 
unlikely to be enacted. 

Similar observations are applicable to 
tobacco taxes in the various states where 
they have been adopted. Here, if any- 
where, the Federal Government has the 
traditional right to the lion’s share and 
there appears to be no indication that 
it will be relinquished. Incidentally, 
tobacco levies are an illuminating exam- 
ple of what the traffic will bear when 
the article is something which the people 
really want. 

The general sales tax is unquestion- 
ably a producer of substantial revenue, 
as has been demonstrated in the states 
where it has been adopted. Theoreti- 

2 Nevada alone is without any type of death 
tax. 
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cally at least, it is still open to a con- 
siderable number of states as a new 
source of revenue. That so lucrative a 
tax has not been adopted in, these states 
in times when the stress for revenue has 
been so great, is doubtless in itself evi- 
dence that the tax is not one likely to 
be received with popular favor. In aca- 
demic circles it is not in the best of 
 repute and its adoption, even as an 


emergency measure, falls far short of' 


having the unanimous approbation of 
the learned. It is classed as regressive, 
and a regressive tax has come to connote 
something very, very bad. 

Pay roll taxes are dedicated to a spe- 
cific purpose and cannot be relied upon 
to supply the need for general revenue. 


MISCELLANEOUS ‘TAXES 


There remains a group of miscellane- 
ous taxes which in the aggregate supply 
only 7 per cené of state tax receipts. 
In this group are found the pari-mutuel 
device applied primarily to horse and 
dog racing and other minor levies which 
seek to benefit from the human craving 
for the excitement of gambling. If it 
were possible for the states having ex- 
cises of this kind tẹ measure the costs 
incident to the legalizing of such prac- 
tices, it is doubtful whether the net re- 
sults would show any financial benefit. 
Although in this group are also found 
excises less noxious in character, none 
is to be found which is capable of pro- 
ducing revenue of major proportions for 
states as a whole. 

Two factors may temporarily ease the 
situation for states. The improvement 
in business conditions, to whatever 
cause attributable, tends toward greater 
yield from the existing sources of state 
revenue, other elements which might af- 
fect tax revenue remaining constant. In 
the second place, absorption of many of 
the unemployed by increasing industrial 
and defense activities will doubtless re- 
duce in some measure the expense of 
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states and their political subdivisions for 
public welfare, an item which has shot 
forward so far during the past decade. 
On the other hand, it would be rash to 
regard these trends as more than tem- 
borary. Wars and preparations for 
wars have never yet brought permanent 
prosperity to the people of any nation, 
even though most may agree that they 
are still a necessary evil. Moreover, it 
still remains to be demonstrated that 
any method of control has been evolved 
that will prevent the recurrence of pe- 
riods of depressed business activity. 
Nor can we afford to be blind to the 
fact that conceivably the war in Europe 
may terminate in a manner that, whether 
we become combatants or not, will pre- 
sent one of the most serious economic 
problems this nation has ever been 
obliged to face. 

When the pressure of Federal taxes 
and the ultimate contraction of business 
come, two courses will remain open to 
the states, namely, borrowing and re- 
trenchment. Perhaps fortunately the 
possibility of a state's financing a period 
of stress by currency devices is barred 
by the Federal Constitution. When we 
look to the debt situation we find that 
although there was some increase in 
state debt prior to 1932 and although 
since 1932 the Federal debt has ad- 
vanced by leaps and bounds, during the 
period between 1932 and 1937 the debts 
of local governments declined from $15,- 
200,000,000 to a little over $12,000,- 
000,000, and the state debts remained 
about the same. The public debt as a 
whole, however, has increased each year 
during the past ten years exceptefor the 
year 1938, and in 1939 it had reached 
$50,804,000,000. 

In some states it was possible to ad- 
here, or nearly to adhere, to the pay- 
as-you-go policy even during the years 
of depression. ‘The existence of such a 
policy undoubtedly enabled these states 
to ride out the depression period in com- 
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parative ease. In some states, too, con- 
trol over municipal finance and tempo- 
rary assistance from the state, where 
needed, avertededisaster and held local 
debt within reasonable confines. It is 
undoubtedly true that the problem for 
the states would have been more diffi- 
cult had the Federal Government not 
assumed part of the relief burden. 

In facing the future, it is well to bear 
in mind that there is but one national 
people and but one body of wealth to 
bear the aggregate burden of the cost of 
all three levels of government, national, 
state, and local. For this reason, in 
time of national stress, states more than 
ever should conserve their resources and 
guide their political subdivisions to 
adopt a similar course. Even though 
the debts of a state and its subdivisions 
may be below that of other states, it 
may nevertheless not be a time for ex- 
ultation if the citizenry of the state must 
look forward to liquidating its share of 
an enormous and ever growing national 
debt. Nor can a state rightfully look 
to its own financial situation alone with- 
out regard to the condition of its politi- 
cal subdivisions. 


COMPARISON OF STATE AND FEDERAL 
SETUP 


There is an obvious distinction be- 
tween the Federal setup and that of the 
state and its political subdivisions. With 
the Federal Government, the appropri- 
ating body is also the body which pro- 
vides the revenue measures to defray 
the expense. With the state and its 
politic#i subdivisions, the situation is 
different. The state legislature enacts 
the measures under which revenue is 
raised. The political subdivisions, al- 
though appropriating through their gov- 
ernmental agencies sums of money far 
in excess of what is appropriated by 
the legislature, have no power to enact 
tax laws to provide revenue to satisfy 
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the appropriations, except in those iso- 
lated cases where legislative authority 
has beem delegated to municipalities. 
In,other werds, municipalities ordinar- 
ily are dependent for revenue upon the 
implementation granted by the state 
legislature. Thé duty of the state to 
preserve the financial integrity of its 
political subdivisions under these condi- 
tions seems manifest. 

Finally, it can scarcely be overempha- 
sized, hackneyed though the subject 
matter may be, that the preservation of 
a sound fiscal policy is part of the prob- 
lem of perpetuating that form of gov- 
ernment that now is felt to be imperiled. 
It is cqmmon to refer to the national 
income as an indication of the amount 
of taxation that can be borne. But 
what the people can pay and what they 
will pay under a democratic form of 
government are two distinctly different 
propositions. Under ether forms of 
government it may be possible, for a 
time at least, to pursue a fiscal policy 
demanding the maximum exaction that 
people are capable of sustaining, but 
with a representative form of govern- 
ment, quickly sensitive to the popular 
wil, to suppose that such a policy is 
ever likely to become effective is, to say 
the least, impractical. 

If governmental agencies constantly 
spend more than the people will pay, 
the pyramiding of debt goes on just as 
certainly as it will if those agencies 
spend more than the people can pay. 
The ultimate outcome in either case is 
repudiation or monetary and credit 
manipulation. Common sense dictates 
that the creation of debts that either 
cannot or will not be honored does not 
contribute to actual wealth, and is likely 
eventually to be attended by repercus- 
sions that are most decidedly destruc- 
tive to wealth and inimical to those 
sources from which future taxes must 
flow. To some nations, unsound finance 
has already brought tragedy. : Probably 
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. but few persons would openly admit 


that they believe that repudiation con- 
tributes to the national welfare,or to the 
welfare of the citizenry. g 
It is probably true, toọ, that the ma- 
jority of thoughtful men still adhere to 
the belief that the mofe subtle maneu- 
vering through control of banking and 
currency which defers the ultimate reck- 
oning is not wholesome. And yet with 
the pull and urge of personal interests, 
the desire to placate unreasoning popu- 
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lar demands, and a whole maelstrom of 
other conflicting forces, democracy is 
exposed today not only from without 
but from within as wel. During this 
period, thpse in a position to influence 
State and local finance are more than 
ever under a duty to pursue a course 
of sanity and to see to it that the finan- 


‘cial integrity of these two levels of gov- 


ernment is maintained and preserved 
not only for the good of this generation 
but to the benefit of posterity. 


Henry E. Long is Commissioner of Corporations and 
Taxation of The Commonwealth of Massachusetts. 
He was formerly president of the National Tax Asso- 
ciation and of the New England State Tax Oficials 
Association, and has served as an officer of other tax 
organizations. He is a frequent contributor to sym- 
posiums on taxation and to various periodicals. 


Social and Economic Implications of Taxation in the - 
Defense Program 


By HERBERT D. SIMPSON’ 


ODERN warfare is essentially in- , the Industrial Revolution in the field of 


dustrial war—-not in its genesis 
or objectives, but in the technique of its 
prosecution. We take little stock in any 
of the current “economic” interpreta- 
tions of war as a result of crowding 
populations and the pressure for sub- 
sistence. These theories had some ap- 
plication in the time of Caesar and the 
Helvetians. They have had little ap- 
lication under the nationalist-state pol- 
ity of modern times, and probably none 
under the totalitarian regimes of recent 
years. The notion that this is a war 
between the “haves” and “have-nots” 
is as naive as democratic diplomacy it- 
self in the prewar period. 

Likewise, we have no reference to 
capitalistic war in the sense of a war 
between capitalistic economies, on the 
one hand, and socialistic or other econo- 
mies, on the other hand. The so-called 
ideologies of most of the participants in 
the present struggle have been shaped to 
suit the opportunistic demands of politi- 
cal and diplomatic strategy. They are 
mere weapons in the conflict. 

But modern war is capitalistic in the 
sense that when a government plans for 
the large-scale destruction of human be- 
ings, it adopts the patient, long-term, 
far-sighted methods of the modern cap- 
italistic system of production. It as- 
sembles the raw materials, builds huge 
factories, installs elaborate and highly 
perfected machinery—throughout pre- 
liminary periods of appeasement—and 
thereby is eventually in a position to 
turn out mass production of the most 
modern and economical machines for 
the destruction of men, women, and 
children. This is merely capitalizing on 
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warfare; and the nation that does it 
first and most efficiently is well on its 
way toward dominating the more back- 
ward and less far-sighted nations of the 
world. The conclusion from all of 
which is that taxation and war finance 
must now be thought of not merely as 
a means for filling a “war chest” in the 
old-fashioned sense, but as a means of 
maintaining, without interruption, an 
elaborate and long-term capitalistic 
process of production, devoted primarily 
to the mass production of machines 
capable of wholesale destruction. 

There is another respect in which tax- 
ation and war finance present’ a different 
visage from that of all earlier times. 
We say that taxes are levied ordinarily 
for purposes of revenue. In time of war 
this purpose has commonly become par- 
ticularly acute and insistent. It hap- 
pens that at the present time, and par- 
ticularly in our own country, revenue 
may be said to be one of the least im- 
portant attributes of a sound tax sys- 
tem. Not that revenue itself is unim- 
portant, but the problem of securing it 
—if that were our only requirement—is 
comparatively simple. In a country 
with a national income of seventy bil- 
lions and a productive capacity of prob- 
ably twice that amount; with a material 
standard of living higher than any other 
people in the world has ever conceived 
of; and, we may add, with an already 
highly developed financial and revenue- 
collecting machinery at Washington, it 
is apparent that our Government can 
raise revenues in any and whatever 
amount may be deemed needful; and 
that our people can provide this revenue 
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. and still enjoy greater material ameni- 


ties than any other people on earth to- 
day. . 


Li 
GEARING THE REVENUE SYSTEM TO 
Our INDUSTRIAL Economy 


Our problem, therefére, is not merely 
how to raise revenue, but how to raise 
it in such ways as not to interfere with 
the efficient operation of our industrial 
economy, upon which the successful 
prosecution of war will depend. In 
other words, our problem is to "gear" 
our revenue-raising machinery to the 
economy, upon which we propose to 
rely, in the smoothest, most eifective, 
and least disturbing way. 2 

We take it that this economy will be: 


(1) in general, an economy of private, 


enterprise; (2) an economy of maxi- 
mum production—as nearly as this may 
be attaingble; and (3) an economy 
which will make the transition to post- 
war, or postemergency, conditions with 
a minimum of disruption and hardship. 

If we were undertaking to gear a rev- 
enue system to such an economy, we 
would set up three or four control 
curves, which, in the manner of a busi- 
ness executive, we would have drawn on 
a large chart and placed beneath the 
glass top of our desk, so that they might 
be constantly in view. These curves 
would be somewhat as represented in 
the accompanying chart. 





The primary objective is maximum 
production of armament and essential 
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commodities. We have drawn a para- 
bolic curve to represent the accelerated 
attainment of this objective. 

The second objectivegis a reduction in 
nonessengal consumption and produc- 
'tion as soon and as rapidly as the labor 
and resources in these fields can be ab- 
sorbed into the curve of Essential Pro- 
duction. 

A third objective is the maintenance 
of reasonably stable price levels. "This 
need not preclude a slowly rising price 
level, if that will provide a stimulus to 
the Essential Production curve—and if 
any such additional stimulus is needed. 
But the gravest disruptions of postwar 
periods are caused by financial disloca- 
tions, which, in turn, commonly emerge 
from violent changes—inflationary and 
deflationary—in prices and price levels. 
So that, from the standpoint of insuring 
our third objective—transition to post- 
war conditions with a minimum of dis- 
ruption and hardship—it is a matter of 
primary importance somehow to main- 
tain a reasonably stable or only slowly 
rising price level. 

Certain interrelations of these three 
curves are readily apparent. The re- 
striction of nonessential production will 
accelerate the rise of the curve of arma- 
ment and essential production. The re- 
striction of nonessential consumption 
wil remove an element of competitive 
demand from the price level. Expan- 
sion of essential production, if of suffi- 
cient magnitude, will itself tend to pre- 
vent rising prices for these essential 
commodities. It is entirely conceivable, 
in fact, that production might be ex- 
panded in such quantities and with such 
efficiency of operation as actually to 
depress the price level, although this 
unfortunately is hardly likely. And, 
finally, the maintenance of stable price 
levels will reduce the financial cost of 
the armament program and thereby the 
amount of revenue that has to be pro- 
cured. 


SOCIAL AND Economic IMPLICATIONS OF DEFENSE TAXATION 


This brings us to the protective tariff 
problem. We are aware that it 1s bad 
manners to mention the tariff, which is 
probably the weason that no economist 
of social standing appears to,have men- 
tioned it. But it may have certain pet- 


tinence to our general problem. We all» 


recognize that there is something pecu- 
liarly absurd about shipping war sup- 
plies to nations with whom we may soon 
be at war; yet it is equally abgurd, in 
times of maximum effort, to be “pro- 
tecting" ourselves from receiving sup- 
plies of essential materials from any 
other countries that can supply them. 
We shall revert to this later. 

With this chart on our desk, what 
does it mean to the man who sits be- 


hind the desk and carries the responsi-. 


bility of formulating gigantic policies 
which may make or mar our national 
history for decades to come? Perhaps 
we may approach the issue with that 
degree of cautious restraint which the 
magnitude of the problem imposes, in 
a way circling around over the terrain 
before selecting specific places for land- 
ing. In the process of such approach 
we may hazard certain general observa- 
tions. 


Primary OBJECTIVE Is MAXIMUM 
PRODUCTION 


_ In the first place, if our primary ob- 

jective is maximum production of arma- 
ment, materials, and facilities essential 
thereto, it seems peculiarly out of place 
to concentrate our initial discussion of 
tax problems almost wholly upon pro- 
posals for taxing these same industries 
and areas of production. We do not 
want a crop of war millionaires; we do 
not want a lot of swollen fortunes, ac- 
cumulated at the expense of the Gov- 
ernment and the rest of us. But we 
shall have plenty of time and an abun- 
dance of means available to take orderly 
steps for the prevention of such results 
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in the course of our armament program. , 
And we do not want—at the initiation 
of our program, and at the very mo- 
ment wheg we are asking producers to 
devote every possible effort and resource 
to the defense program—to have a lot 
of Congressional hysterics for fear some- 
one might incidentally make a business 
profit out of all this production. Yet 
one would gather from the babel of dis- 
cussion that comes out of Washington 
that our Government is more concerned 
at the moment with keeping profits at a 
minimum than with keeping production 
at a maximum. This surely is putting 
the cart before the horse. And it is 
not creating the kind of "climate," to 
use Mr. Eccles! profoundly descriptive 
term, under which we can hope for max- 
imum production. The reason it is not, 
is that it represents continued resort to 
petty, popular politics, rather than a 
grasp of the fundamegtals of our prob- 
lem. Wars are not won by this kind of 
politics. Even American politics and 
the American “way of life" have some- 
times been at variance. 

The plain truth is, that it might con- 
ceivably be the wiser policy to exempt 
war industries frpgm taxation entirely. 
It is an old American custom to exempt 
or to extend favorable tax treatment to 
activities which we wish to foster. There 
is much more rational ground for ex- 
empting war industries than for the ex- 
emption of government securities and 
certain other areas of exemption with 
which we are familiar. We are not ad- 
vocating such exemption. But the only 
reason we are not, is that thus far it is 
not necessary and, under wise govern- 
ment policies, will not be necessary. If 
we thought for a moment that tax ex- 
emption were necessary to the attain- 
ment of maximum production, we 
should advocate it without hesitation. 
It is true that Great Britain promptly 
adopted forms of taxation and other 
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. measures designed to curtail the profits 
of war industries. But two considera- 
tions may be pertinent here: the first is 
that the general level of taxation jn 
England is so high that any special 
taxation of war industries assumes rela- 
tively little significance? the second is 
that there is little in British policy of 
recent years that we should care to 
imitate. 

The implication of all of this is that 
in general, to the man behind the desk, 
the primary objective is to keep the 
curve of Essential Production rising as 
rapidly as possible. And we should 
suppose that until that curve is rising 
at a sufficiently accelerated rate, he 
would prefer to postpone hysterical dis- 
cussion of tax measures designed to 
minimize prospective profits in these 
industries or to recapture such profits as 
may inadvertently emerge. The time 
for production is ehort—tragically short. 
After production is under way, Congress 
will still have ample leisure to discuss 
the various possible ways of taxing it. 


Curer RELIANCE ON PERSONAL 
INCOME TAXATION 


Our second general observation will 
likewise be derived from contemplation 
of this curve of Essential Production. 
It is that a period of emergency such as 
the present is not a time for increased 
emphasis upon business taxation of any 
kind, but for major reliance upon per- 
sonal income taxation. For many years 
it was a stereotyped criticism of income 
taxation in all the textbooks to point out 
that it could not be depended upon in 
times of emergency. The present Ad- 
ministration has done the science of 
finance a service in demonstrating that 
it can be. We have derived greater rev- 
enue from income taxation during re- 
cent years of depression than in the 
previous peaks of prosperity in 1919 
and 1929. 
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After all, the bulk of the seventy bil- 
lions of income .in the United States 
accrues to individuals. Whatever hard- 
ships and privations wegendure in the 
course of a war or in preparation for 
war, we endure as individuals. We can- 
* not shift these hardships to machines or 
to mere legal entities in the form of 
corporate and business organization. It 
is the part both of wisdom and of justice 
to bear whatever burdens of taxation 
we assume, as individuals. We shall do 
so ultimately anyhow, and we can do it 
more intelligently if we do it directly, 
instead of chasing ourselves around the 
stump for some time beforehand. 
To the man, therefore, whose eyes are 
focused upon the curve of Essential Pro- 
duction and who asks, “Where are we 
going to secure the revenue mean- 
while?" the answer is that our chief 
reliance should be upon individual in- 
come taxation. The taxes we pay as 
individuals may necessitate some modi- 
fications and adjustments in our mode 
of living for the time being; but at least 
they will not interfere with the plans, 
calculations, and policies upon which 
the uninterrupted prosecution of busi- 
ness and production depends. 
Parentheticall, it may be observed 
that even these individual income taxes 
will not come primarily from displaced 
private consumption, as Mr. Jerome 
Frank, of the Securities and Exchange 
Commission, seems to think, when he 
computes thirty billions of revenue, 
made up as follows: fifteen billion that 
“will be shifted from civilian to military 
uses"; ten billion from deferred depreci- - 
ation replacement and allowances; and 
five billion from normal individual sav- 
ings, that is, *amounts usually saved by 
individuals." * The truth is that this 
thirty billions should come primarily 
not from the displacement of anything, 
but from an increase in productive out- 
1 Trusts & Estates, August 1940, p. 144. 
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put by thirty billions or more. Modern 
wars are “produced,” not “financed.” 
Our job is to produce thirty to forty bil- 
lions more thangwe have been producing 
under our inefficient economy of recent 
years; and our “financing” should large- 
ly only reflect this increased production. 
We shall undoubtedly find it well to di- 
vert some consumption; but if our de- 
fense effort is going to be limited merely 
to what we can divert from our present 
restricted output, in competition with a 
totalitarian organization of Europe, we 
might as well surrender beforehand—es- 
tablish a Nazi emissary at Washington, 
and transfer our own diminished gov- 
ernmental activities to Keokuk, Iowa. 


THE Proper FIELD FOR CONSUMPTION 
'TAXES 


Since we have mentioned the diver- 
sion of consumption, it may be well to 
refer now to the curve of Nonessential 
Production. Here is the field for con- 
sumption taxes in time of war or emer- 
gency. Yet here, as in the case of Es- 
sential Production, there is no occasion 
for hasty or ill-considered action. In 
the last war we levied terrific consump- 
tion taxes in the form of sharply rising 
costs of living, which rested with par- 
ticular severity upon the poorer classes. 
We should avoid such a result this time 
by two methods: first, by maintaining 
stable costs of living; and second, by 
levying at such times and upon such 
areas of consumption as definitely to 
promote our specific objectives. 

The purpose of consumption taxation 
wil beetwofold, aside from the consid- 
eration of revenue. The latter may well 
be substantial in amount but should not 
be the governing consideration in shap- 
ing this field of tax policy. Its chief 
purposes will be: first, to divert produc- 
tive resources from Nonessential to Es- 
sential Production; and second, to exert 
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a restraining influence upon the level of . 
prices. Two types of development, 
therefore, will provide signals for the 
applicatione of pressure upon the Non- 
essential curye through consumption 
taxes. 

One will be tte development of short- 
ages of labor, materials, or facilities in 
fields of essential production. The 
other will be a too sharply rising trend 
of commodity prices and costs of living. 
Substantial taxes upon consumption of 
nonessentials will help at least toward 
rectifying both conditions. 

But consumption taxation of the scope 
and purpose we are contemplating does 
not mean the adoption of a haphazard 
general sales tax or general manufac- 
turers’ excise tax. "These taxes are un- 
discriminafing and will burden essential 
as well as unessential production. When 
we reach or can anticipate,this point, 
we should work out, carefully and skill- 
fully, a system of taxes upon zonessen- 
Hals. Presumably they should be levied 
in the form of manufacturers’ excise 
taxes, for the sake of simplicity and 
precision in their administration; but 
they should be shaped specifically with 
a view to restricting nonessential con- 
sumption. 

We need not go into extensive detail 
here, but the initia] areas of such taxa- 
tion would presumably include liquors 
and tobaccos and certain accessories as- 
sociated with their manufacture and 
sale; jewelry and certain distinctive lux- 
uries; automobiles, radios, and electrical 
appliances—above a minimum price 
range; and the more expensive trade 
classifications of furniture, household 
appliances, apparel, leather, textiles, 
glassware, and so forth. And the list 
can be extended as the need for in- 
creased pressure may develop. The 
fundamental thing here is that tax pol- 
icy in this field should be shaped pri- 
marily with reference to the course of 
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the two other curves—Essential Produc- 
tion and Price Levels. 


9 
THE PROTECTIVE TARIFF 


This brings us again to a considera- 
tion of the tariff, which in some respects 
may seem extraneous to the present dis- 
cussion. But it must be obvious that 
periods of maximum effort, periods of 
shortages and limitations, of “priorities” 
and licensing requirements, and periods 
of threatened rising prices and costs of 
living are not periods in which to sub- 
ject our economy to the restrictive ef- 
fects of excessive tariff rates. 

Here again our action can be delib- 
erate and orderly and can be,shaped 
according to the course of the two criti- 
cal curves—Essential Production and 
Price Level. But when shortages of 
materials and commodities develop, 
which are in any way subject to tariff 
influence; whet commodity groups 
threaten to bulge the price curve, tariff 
rates in these areas should be promptly 
reduced. It may perhaps not be com- 
monly understood that in addition to 
heavy duties on metals, textiles, lumber, 
leathers, other staple groups, and upon 
manufactures in geBeral, we stil pay 
duties of 45 per cent on cookstoves, 35 
per cent on washing machines and 
vacuum cleaners, 30 per cent on sewing 
machines, 35 per cent on safety pins, 
“not commonly known as jewelry,” and 
3344 per cent on clothespins, broom 
handles, wheelbarrows, and baby car- 
riages. ‘The farmer pays 35 per cent 
on his harness, 25 per cent on his cream 
separator, 30 per cent on his hoe, shov- 
els, and spades, and 8¢ a piece plus 45 
per cent ad valorem on his pitchforks. 
In return for these payments, the farmer 
receives, among other things, a tariff of 
25 ,cents a bushel on “green apples,” 
which should make it profitable for the 
farmer to raise more green apples for 
the American market. He may even 
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devise a slogan: “Eat more green ap- 
ples.” But all joking aside, in these 
wide areas of price maintenance, to set 
up elaborate machinerye for price con- 
trol, withe threats of punitive action 
against undesirable prices, while still 


* maintaining the excessive tariff rates in- 


herited from the “horse and buggy” 
days when we were a debtor nation in 
the world’s trade, will be little short of 
idiotic? 


RELIANCE Upon TAXATION AND 
BORROWING 


One further general observation may 
be made here. Thus far we have been 
concerned with the interrelations of 
these curves, omitting any reference to 
the more general problem of the relative 
degrees of reliance upon borrowing and’ 
taxation for the whole armament pro- 
gram. Yet this problem likewise is sus- 
ceptible to the same type of interrela- 
tionship. 

So far as resources are concerned, we 
can finance almost any conceivable 
armament program entirely through 
taxation, aside from the short-term bor- 
rowing that will be necessary to span pe- 
riods between tax payments and periods 
of waiting for new forms of taxation to 
develop increased revenues. This is as- 
suming that other governmental and la- 
bor policies do not so hamper industrial 
expansion and re-employment as to pre- 
vent the attainment of the volume of 
production and of national income of 
which we are capable. Under wise gov- 
ernmental policies in other fields—and 
assuming the same curtailment of non- 
essential expenditures on the part of the 
government that we are requiring on the 
part of individuals—it is conceivable 
that we may be able to finance the arm- 
ament program entirely through current 
taxation. 

Nevertheless, we should suppose that 
in the choice from time to time of one 
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or the other form of revenue, a wise ad- 
ministrator would be governed primarily 
by the course of our two major curves 
in the chart, if it is found that taxation 
is interfering in any way wijh the up- 
ward acceleration of the curve of Es- 
sential Production, then we should shift 
to deficit financing and borrowing. But 
the degree in which taxes interfere with 
business and production depends more 
upon the form of taxation than its 
amount. If proper types of taxation are 
utilized, it is highly improbable that 
they will interfere in any way with the 
trend of Essential Production. 

If the curve of Price Levels should 
by any accident enter upon a material 
decline—and if Federal Reserve and 


other financial policies available should . 


not correct it—that would be a signal 
to shift from taxation to borrowing. 
Needless to say, such a contingency is 
scarcely conceivable. If, on the other 
hand, the curve of prices tends to rise 
unduly, that will be a signal to shift 
from borrowing operations to heavier 
reliance upon taxation. 

In other words, instead of laying 
down beforehand any fixed policy of 
taxation or borrowing or any predeter- 
mined relation between them, it would 
seem to be the part of wisdom to shape 
our policy here toward the attainment 
of our major objectives, namely, maxi- 
mum production and reasonable stabil- 
ity of prices. 


Postwar INVERSION OF THESE 
CURVES 


There is another side to this picture, 
which may be fully as important as the 
side we have been considering. When 
we are through this maudlin period, 
which by way of euphemism we call an 
“emergency,” all of these curves will be 
reversed. Armament and defense pro- 
duction will presumably drop abruptly, 
and the price curve will be subject to 
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sharply deflationary influences. At that , 
time it will be a godsend to have to drop 
only: frqm a stable and moderate price 
level instegd of a dizzily inflated one. 
It will be the difference between falling 
off a garage and falling from an eight- 
story building. * Furthermore, we shall 
have a variety of comfortable cushions 
upon which to fall. 

If we have financed the defense effort 
—as we should have done—through 
taxation rather than borrowing, we shall 
not have accumulated an exaggerated 
debt and debt service to finance; and 
we shall be in a position to make sharp 
reductions in major forms of taxation. 
This will be distinctly and emphatically 
inflationary. Furthermore, consumers 
will wake up some morning and find 
that all of the special excise taxes on 
large areas of consumption have been 
repealed and that they can start replen- 
ishing the enormous quantity of goods 
whose purchase they have deferred dur- 
ing the emergency. If we are going to 
have a “silk shirt" era, let's have it 
after the war. In short, we should have 
a rapidly rising curve of “nonessential” 
production to take up the slack let out 
by the declining curve of “essential” 
production. 

On top of all this, if we have followed 
a wise “emergency” policy in tariff leg- 
islation, we shall be upon a low-tariff 
basis. What will this mean to the 
hearts of the manufacturing groups and 
to the “solid” protectionist agricultural 
groups of the Middle West? It will 
mean that we can have a “full dinner 
pail,” “home markets,” old-fashioned 
torch-light parade, and jubilantly boost 
the protective tariff rates back to the 
Hawley-Smoot levels of 1940. It may 
be that by that time certain sections of 
American opinion will have changed 
their views on this question, and there 
may be no organized groups demanding 
a restoration of previous rates; but per- 
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haps. we need not worry excessively 
about that. In any case we can, if we 
wish to do it, secure the very eubstan- 
tial initial stimulus to prices and pro- 
duction that comes from an abrupt raise 
in tariff rates—something entirely dif- 
ferent from the static effects of a mere 
continuance of existing rates. 


TAXATION AND STANDARD OF LIVING 


While we have been discussing more 
or less specific problems, there are some 
broader social aspects of defense taxa- 
tion which we should not overlook. 
One of these is the relation of taxation 
to the standard of living. There seems 
to be a somewhat general apprehension 
that heavy taxation, especially in the 
form of consumption taxes, may impair 
our standard of living. 

It is a curious comment on current 
*ideology" that «ll discussion of stand- 
ards of living appears to contemplate 
solely material elements of living. There 
is one field in which we recognize that 
a standard of living may include some- 
thing else. In the field of agriculture, 
it is a commonplace observation, on the 
part of everyone who writes or talks 
about it, that while the farmer ordinar- 
ily secures a niggardly pecuniary in- 
come, there are certain other ‘“ameni- 
ties" that largely compensate for this 
lack. These amenities include his rela- 
tive “independence,” his "freedom" 
from the constant ordering around by 
a boss or foreman, the “unity” of his 
family life, and the “self-respect” and 
“sense of equality” he is able to enjoy 
in his social relationships in his own 
neighborhood. 

These are significant terms in describ- 
ing the content of life, and it is a little 
strange that we should seemingly deny 
their applicability to other groups in de- 
fining standards of living. A man on 
W.P.A. or on relief, who may have the 
same quality of food, shelter, clothing— 
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and automobile—as others enjoy, never- 
theless does not enjoy the same “stand- 
ard of living” as one who derives these 
things from more indqpendent effort. 
Our whole, American history belies such 
à narrow definition of living. Our 
American “way of life," besides a high 
standard of material welfare, includes 
also the enjoyment of freedom of reli- 
gion, freedom of speech, freedom of 
movement and occupation, a large de- 
gree of self-government, and relatively, 
at least, a large degree of social equality. 

'Therefore, whether or not our stand- 
ard of living is going to be reduced by a 
heavy burden of taxation in connection 
with a great national effort, must at 
least include consideration of some im- 


, material, as well as purely material, ele- 


ments of living. Let us assume that a 
large proportion of our people will have 
to reduce somewhat the volume of their 
ordinary expenditures. Assume that 
families who have had two cars will find 
it advisable to get along with one; that 
we shall all have to keep the old car 
two or three years longer; that we shall 
have to get along with the old rugs and 
furniture; that we shall have to con- 
tinue to live in a five-room apartment 
instead of moving to a larger one; that 
we shall have to smoke pipes instead of 
cigars, and economize in various other 
homely fashions and sometimes in un- 
comfortable ways. We shall still be 
living upon a higher material plane 
than our fathers and grandfathers, who, 
after all, appeared to get a good deal 
out of life. 

Whether, therefore, even our “stand- 
ard of living” has been reduced, will 
depend upon what we get in replace- 
ment for the material things foregone. 
If we thereby secure freedom from con- 
stant apprehension; freedom írom re- 
curring international “crises” that con- 
stantly disrupt the ordinary course of 
business and economic life; freedom 
from compulsory military service; some 
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assurance of the continuance of demo- 
cratic government and freedom from 
interference by dictatorial and militarist 
governments; jf we can ever attain a 
condition in which we do not have to 
spend all our time reading, hearing, arfd 


talking about the savage doings of gang- - 


ster governments in Europe and else- 
where—life will be many times happier 
than it is now. 

If this is not raising our standard of 
living, it is because our concept of 
standard of living has fallen greatly. 
“Guns for butter” is lowering a stand- 
ard of living; but freedom, independ- 
ence, assurance, and self-respect—even 
if they have to be substituted for butter 
—are raising the standard of living. In 


-all sincerity, we need have little fear. 


that the burden of taxation in connec- 
tion with our national defense effort, if 
it is at all wisely distributed and wisely 
spent, will in any important way impair 
our American standard of living. 


TAXES AND DEMOCRACY 


There is one still more fundamental 
aspect of taxation and national defense; 
this is its relation to the preservation 
and maintenance of democratic govern- 
ment. We find a somewhat widespread 
apprehension that excessive taxation 
may transfer such enormous revenues to 
the government as to undermine the 
strength of democratic government and 
make it more readily susceptible to sub- 
versive types of political ideologies. 
Upon this we may observe that placing 
vast revenues at the disposal of govern- 
ment is always fraught with danger. It 
meanseenormous powers of patronage, 
subversion, and wholesale bribery in the 
hands of any government so disposed to 
use them. But two considerations are 
pertinent here. The first is that such 
powers are distinctly less dangerous in 
time of war than in peace, because in 
the former the responsibility of govern- 
ment for effective measures of defense 
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is definite and inescapable. War is no, 
W.P.A. The second is that if we are 
under (he necessity of providing vast 
revenues ig some form, taxation is the 
most democratic way of doing so. Tax- 
ation is an essentially democratic proc- 
ess, both in the widespread distribution 
of its burdens and in the fact that tax- 
ation involves the voluntary assumption 
of political responsibilities—which is the 
very essence of democracy. 

It is the other things—doles, “hand- 
outs,” subsidies, borrowing, currency 
debasement, printing worthless money, 
and all of the subsequent demoralization 
of a nation’s finances—that undermine 
democratic governments. The history 
of France through the last two decades 
is a tragic reminder of what has hap- 
pened mahy times in the past. The 
weakness of democratic governments 
makes them particularly susceptible to 
these forms of deteriogation and there- 
fore particularly vulnerable in conflict 
with shrewd and powerful autocratic 
governments. There is probably no one 
in the world today who understands 
democracy better than Adolf Hitler. 
We surmise, indeed, that if Hitler were 
to write a formal treatise on democracy 
and we were to set it alongside of Pla- 
to’s classical treatise, there would be 
some remarkable similarities of descrip- 
tion and inference. Today we prefer to 
cling to Plato’s slender hope that, in 
spite of its inherent weaknesses, democ- 
racy might somehow still survive. 

Democracy did not survive in Greece 
or Rome or France or lesser republics. 
Whether it will survive in England and 
the United States, no one now can say. 
But of one thing we may be reasonably 
sure. Our democracy will not be weak- 
ened by the voluntary assumption of 
burdens and hardships in its defense. 
Democracies do not “go broke” paying 
taxes. 

We may observe, in conclusion, that 
war finance in the past has given us 


- 
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. some of the drabbest, most humiliating tions of vicious types of taxation and 
chapters in financial history. It may finance. In our present national effort, 
. almost be said that its most useful serv- we may perhaps hope that our Govern- 
- ice has been to provide the literature pf ment will write a new ang wiser chapter 
public finance with abundant illustra- in financia] history. 
* 
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Business and National Defense Taxes 


By EttswortH C. ALvprp 


O ONE is*qualified or authorized 
to speak for “business.”* Business 
is the immediate and practical concern 
of everyone who works for a living. It 
is the source of every dollar earned, 
whether by a wage earner or by an in- 
vestor. All taxable income, both per- 
sonal and corporate, is derived from 
business. The load of every dollar 
spent by’ government falls upon the 
shoulders of business. 
In considering the impact of national 
" defense taxes upon business, therefore, 
we are not concerned with a group of 
corporations, creditors, or stockholders. 
The average businessman and the aver- 
age citizen are one and the same person. 
How does the average citizen view the 
problems involved in the national de- 
fense program and its financing? A 
partial outline follows. 


DEMOCRACY AND DEFENSE 


He believes that the democratic way 
of life, as he knows it, offers more free- 
dom, greater security, and more perma- 
nent happiness for himself, his family, 
his friends, and his neighbors. He will 
not argue the advantages (actual, ap- 
parent, or alleged) of regimentation 
with those who prefer them. But he 
insists that they shall be acquired, if 
at all, only by moving to a totalitarian 
country, not by changing our form of 
government. 

He is determined that democracy 
shall bg defended. His concept of de- 
fense does not include surrender. De- 
fense does not demand more than tem- 
porary dictatorship. He finds less 
assurances in phrases than in facts and 
acts. He has at last awakened to a 
realization that his interests and outlook 
have been too narrow and confined. 

He knows now that national defense 


® * 
mehns more than a modernized army, a 
two-ocean navy, and an adequate air 


. force. It means.more than guns, tanks, 
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ships, and planes of the most modern 
and efficient types, manned and com- 
manded by the best soldiers. It means 
all this and more. 

Defense of democracy comes first. 
Everything else, including pocketbooks 
and politics, is secondary. But the bat- 
tle must not be lost before it is begun. 
The war need not and must not close 
with only a memory of democracy re- 
maining. 


NATIONAL DEFENSE REQUIREMENTS 


Our present Federal policies are 
based upon the theory that our savings 
are excessive, government feficits are 
investments, government control and 
command are more effective than indi- 
vidual initiative and enterprise, and our 
productive capacities are overexpanded. 
Even appeals on behalf of national de- 
fense in the past have fallen upon deaf 
ears. This is not the time to argue 
retrospectively. We are now confronted 
with fact. The time for theories and 
experiments is past. 

Munitions, materials, and armaments 
mean maximum production. Facilities 
are not produced by fiat. Plants must 
be acquired, converted, and constructed. 
Tools and machinery must be designed 
and installed. Obsolete equipment must 
be replaced. Barriers effectively de- 
signed to prohibit expansion and pro- 
duction must be removed. Overproduc- 
tion and excessive capacity are of less 
immediate concern than scarcity. Na- 
tional unity and national defense re- 
quire the co-operation of government, as 
well as of capital, management, labor, 
and consumers. 

Despite demands for speed, it must 
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be recognized that time is required for 
maximum production. An earlier start 
cannot now be made. Nor cam the pe- 
riod of incubation be decreased by [he 
use of more hens. i 

The ten years prior to the war have 
left us a series of probłems which have 
only temporarily been shelved. With 
very few exceptions, business enterprises 
failed to earn even a reasonable amount 
of profit over the last decade. In place 
of normal profits, normal employment, 
and normal growth, there have been in- 
security, unemployment, and fear, af- 
fecting both labor and capital. These 
problems were not solved at the time 
the national emergency arose., They 
are not solved now. Unusual produc- 
tive activity arising from the creation of 
weapons is not a solution, but a palli- 
ative. The production of armaments is 
not the prqduction of useful wealth. 

The defense emergency has superim- 
posed a new set of problems upon the 
old. A critical period lies ahead, in 
which difficult economic readjustments 
are demanded. 

The immediate problem is a transi- 
tion from a peacetime economy, at a 
depression ebb, to aestate of full arma- 
ment production. 

The second stage will be reached 
when this transition is complete. The 
problem then will be to maintain full 
armament production over an indefinite 
and uncertain period of emergency— 
possibly of war. 

Finally, upon the conclusion of hostil- 
ities, there will be the problems arising 
from the curtailment of armament de- 
mand and the reversion to a peacetime 
basis of production, with its attendant 
dislocation and depression. 

Federal financial policies will have a 
direct effect upon each of these periods 
and their problems. 


FINANCING NATIONAL DEFENSE 
Financing the national defense pro- 
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gram presents two basic problems: (1) 
The Government must have funds for 
acquisition, maintenance, and opera- 
tion; and for aid to otger democracies. 
(2) Fundg for the expansion of private 
plants and the attainment of maximum 
production must be available. 

The ultimate cost to the Government 
cannot, of course, be estimated with ac- 
curacy. It now stands at an estimated 
$28,5Q0,000,000 for the years 1940-42. 
Unquestionably, it will reach $35,000,- 
000,000. Plans to finance the cost 
might well be based upon $50,000,000,- 
000. A day-to-day method of financing 
is hazardous and inadequate. Indefi- 
niteness of ultimate cost does not dis- 
pense with the necessity for financial 
plans. 

The cost of private plant expansion 
will exceed $25,000,000,000. If financed 
privately, the cost is of no immediate 
concern. Ample private funds are avail- 
able if their flow is permitted; if it is 
the belt and not the collar that is to be 
tightened. Only if the Government 
compels recourse to the Government 
will serious problems be presented. 

Other problems involving known or 
undetermined policies bear directly 
upon the national defense program, the 
necessity for expansion, the adequacy 
of present facilities, and plans for 
financing government and private costs: 

(1) Shall we ultimately participate 
actively in the war, or shall we continue 
as a nonbelligerent? 

(2) Will the expansion and conver- 
sion of private facilities for defense pur- 
poses be financed and controlled by pri- 
vate capital, or by government? * 

(3) Shall we abandon efforts to find 
a solution for the peacetime problems 
of idle men, idle money, and idle plants? 

(4) To what extent will it be neces- 
sary to curtail or sacrifice production of 
peacetime civilian goods in order to 
produce armament requirements? 

(5) Will insistence upon immediate 
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revenues continue to dominate our tax 
policies? 

(6) Is “inflation” ahead, or can it 
be avoided or apntrolled? 

(7) Will the policies of the Treasury 
and the Federal Reserve Board continue 
to pull in opposite directions? 

(8) Shall we attempt to prepare our- 
selves against the shock of postwar col- 
lapse? 


POSSIBLE POLICIES 


The average citizen hopes that a solu- 
tion can be found both for the problems 
of the past and of the present. He 
hopes that national defense policies, in- 
cluding financial policies, can be formu- 
lated, directed, and carried out, con- 
sistent with the following objectives: 

(1) The preservation of the “four 
freedoms” essential to a democratic gov- 
ernment: freedom of speech, freedom of 
worship, freedom from want, freedom 
from fear. 

(2) The preservation of a reasonable 
private profit, the mainspring of prog- 
ress under a democratic government, in- 
cluding a return commensurate with 
business risk, protection of the principal 
invested in his own business, and the 
continued liquidity of that investment. 

(3) The preservation of a reasonable 
opportunity to create personal security 
for himself and his family, through his 
own efforts, and without eventual de- 
pendence upon government promises of 
security. 

(4) The preservation of the financ- 
ing, ownership, and direction of business 
in private hands, subject only to gov- 
ernmemt restraints upon misuse. 

(5) The encouragement of saving, at 
a time when there is something to save, 
upon the principle that private savings 
are à better protection against depres- 
sion than government spending. 

(6) The preservation, so far as pos- 
sible, of production of peacetime goods 
for civilian purposes, even in an econ- 
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omy geared to maximum armament pro- 
duction, and the expenditure of every 
effort to maintain, encourage, and pro- 
mgte normal peacetime activities. 


THE FISCAL SYSTEM AND NATIONAL 
DEFENSE 


Tax and financial policies in the na- 
tional defense program should conform 
to these general objectives. It should 
be recognized that the revenue system 
serves a dual function: the production 
of permanent revenues for peacetime 
purposes, and the production of tem- 
porary revenues for emergency defense 
purposęs. The objective of the perma- 
nent revenue system is to produce maxi- 
mum revenues, consistent with a sound 
and healthy underlying business struc- 
ture, to finance the essential peacetime 
activities of the Governmenj. The ob- 
jective of the emergeney revenue struc- 
ture is to assist in financing the essential 
program of national defense. 


Nondefense revenue system 


The permanent revenue system of the 
Government should be designed to pro- 
tect and to promote the normal peace- 
time activities upon which business de- 
pends for survival after the end of the 
present emergency. This entire system, 
which has been repeatedly revised and 
added to in successive revenue laws 
since 1932, should be overhauled, inte- 
grated, and simplified. Maximum yields 
should be sought from increased busi- 
ness activities and not from excessive 
rates. Unnecessary complexities should 
be abandoned. Anomalies such as the 
existence of a capital-stock excess prof- 
its levy in conjunction with a tax on 
corporate excess profits should be elim- 
inated. A stable, equitable revenue sys- 
tem, imposing reasonably certain tax 
liabilities, should be sought. 

At the same time, the defense spend- 
ing program emphasizes the necessity 
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. for control over nondefense expenditures 
in order to hold them within limits im- 
posed by the annual yield of noadefense 
taxes. E " 

The load which can be carried over a 
period of years probably does not ex- 
ceed $6,000,000,000 anrtually, and even 
this figure greatly exceeds the average 
annual yield of our revenue system over 
any previously sustained period. ‘There 
should be included, in this permissible 
level of expenditure for peacetime pur- 
poses, at least $1,000,000,000 annually 
for normal defense expenditures, and 
the carrying charges on the debt already 
created, amounting to about $1,100,- 
000,000 a year. 


The budget for the fiscal year 1942, 


just released, estimates approximately 
$7,500,000,000 for these purposes, on 
the basis set forth above. It is obvious 
that these yecurring annual costs must 
be somehow reduced. If the operating 
costs of the regular departments are 
down to the bedrock of activities and 
functions ordered by the Congress, then 
those activities and functions should be 
reviewed and nonessentials eliminated. 
The total cost must be curtailed to the 
point where normalerevenues will be 
adequate. If sacrifice is to be de- 
manded (as it should be) then the Gov- 
ernment should set the example. 

Among the questions of nondefense 
expenditure which must be answered, 
are these: 

(1) Is agricultural relief to remain 
on an unsolved, temporary basis, costing 
one billion dollars a year? 

(2) With industrial activity at its 
highest level in history, with a pay roll 
index never before exceeded, and with 
a national income greater than ever be- 
fore realized, will relief continue to cost 
more than one billion dollars a year? 
Have we abandoned all hope for family 
responsibility for unemployables? 

Congress can, and should, reassume 
control over Federal expenditures. An 
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effective control can be exerted through 
the medium of a committee to consider 
the budget as a whole. After consider- 
ing estimated expenditurgs and revenues 
proposed hy such a committee, Congress 
should act to fix a “ceiling” for non- 
defense expenditures which would be 
binding upon its appropriation commit- 
tees. On the basis of this action, ap- 
propriate plans for financing expendi- 
tures through revenues and borrowings 
should be agreed upon, and increases in 
the statutory debt limit should be re- 
stricted to national defense purposes. 


Defense revenue system 


The problems of financing national 
defense expenditures can and should be 


Separated from the permanent revenue 


system. A comprehensive plan for de- 
fense financing should be studied and 
developed as soon as possible by the 
Treasury and the appropriate Congres- 
sional agencies. Such a plan should 
estimate, on the basis of the present mil- 
itary and naval programs, the ultimate 
cost of acquiring and maintaining the 
necessary instruments of defense, and 
should fix tentatively the relative pro- 
portions of the cost to be raised from 
taxation and from debt. ‘The defense 
tax of 10 per cent contained in the Rev- 
enue Act of 1940, and the excess profits 
tax of 1940, are levied for this purpose, 
and the revenues therefrom should be 
regarded as exclusively for defense 
needs. 

The excess profits tax should be con- 
fined to its proper functions—an aid in 
the control of inflation and in the pre- 
vention of abnormal profits from na- 
tional defense. An excess profits tax 
designed to produce revenues from nor- 
mal profits is a dangerous device, cer- 
tain to cause more damage than its reve- 
nue yields justify or require. 

Additional revenues will undoubtedly 
be required. ‘They should be obtained 
directly and openly through taxes on 
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increased incomes and other available and to avoid the ever present dangers . 
sources. of inflation. Objectives must be defined 
These principles must be followed in and policies devised and correlated to 
. order to obtai a sound fiscal system, put them isto effect. 
e LJ 
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: ernment in negotiations culminating in the Double Tax 
Treaty with France. -He is the author of “A Prelim- 
inary Analysis of the Excess Profits Tax Act" (1940), 
and of various articles on taxation and government 
finance in legal and other professional periodicals. 


Tax Policy and Price Fixing as Economic Controls 
for Defense Mobilization 


By EWALD T. GRETHER and MaLcorm M. Davissén 


HE primary objective of the na- 

tional defense program is to mobi- 
lize our economic resources as efficiently 
and quickly as possible. Secondary ob- 
jectives, of course, should be to dislocate 
normal economic activities and relations 
as little as is consonant with effective 
mobilization and to minimize the sever- 
ity of postdefense or postwar readjust- 
ments. A number of alternative or 
complementary procedures for mobi- 
lization are available; e.g., thé direct 
method of complete governmental op- 
eration of industry, or indirect methods 
operating through fiscal policies, price 
controls, rationing, and priorities. Fur- 
thermore, the needs of the defense pro- 
gram may be met in whole or in part 
by (1) increased production through 
the use of otherwise idle resources or 
through imports, (2) reduced ordinary 
consumption, (3) reduced new invest- 
ment for nonwar purposes, or (4) de- 
pletion of capital in existence by use or 
sale of physical goods or securities or 
neglect of repairs and replacements.” 

It is axiomatic that effective mobiliza- 
tion must involve a complex integration 
of economic procedures and processes. 
Further, the integration is essentially 
organic in nature; hence adjustments at 
one point or in given ways will deter- 
mine both reactions and procedures else- 
where. Worse still, from the standpoint 
of simplicity in analysis, policies when 
possible should be developed írom the 
point of view of postwar conditions as 
well as the current emergency. 

The statements up to this point are 
intended merely to indicate that the 
writers are thoroughly aware of the lati- 

1 Cf, A. C. Pigou, The Political Economy of 
War (1921), Chap. 4. 


tude and the complexities of the issues - 
raised by the defense program and that 
they wish to make it clear they are. ad- 
dressing themselves to only two aspects 
of the problem of directing economic ac- 
tivities for effective mobilization, name- 
ly, tax policy and price fixing. Further- 
more, the discussion of price controls 
is limited for the most part to “price 
fixing" in order to hold the analysis 
within reasonable bounds. Prices may 
be influenced, and hence to some extent 
“controlled,” in a multitude of ways 
since almost any adjustment in particu- 
lar and general supply and demand re- 
lations has a price impact. Normally, 
if time, economic wisdom, and poli- 
tics allow, governmental price controls 
should be exercised through the manipu- 
lation of the fundamental supply and 
demand relations rather than through 
direct price fixing. "That is, price con- 
trols typically should be indirect. It is 
often overlooked that price fixing per 
se is superficial (unless it involves also 
an effort to mold market relations) be- 
cause it attacks the surface price phe- 
nomena instead of the underlying causal 
factors. But price fixing eventually 
forces the government (or private price 
fixing agency) to grapple with the basic 
underlying influences if it is to be rea- 
sonably successíul. 


WHEN SHOULD GOVERNMENTAL PRICE 
Frxinc Be Usep? ° 


It is assumed for the purposes of this 
paper that the bulk of “price control” in 
connection with the defense program 
will be exercised indirectly. For in- 
stance, the demand side of the price 
equation may be influenced by fiscal 
policies, rationing, appeals to patriotism, 
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voluntary and compulsory standardiza- 
tion of products, and other devices. The 
supply influences may be molded by 
fiscal policies, egchange controls, tariffs, 
investment policies, prioritieg subven- 
tions, compulsory simplification of prod- 
ucts and practices, and antitrust suits, 
to mention merely a few procedures.’ 
. Governmental price fixing as such should 
be employed only when (1) it is neces- 
sary to meet a short-run emergency, 
(2) more effective means are not politi- 
cally or otherwise feasible, (3) no other 
recourses are open, and (4) to replace 
private price fixing when the private 
prices are too high and cannot be re- 
duced by antitrust regulations or other 
means. Those who object to all govern- 
mental price fixing overlook the great 
amount of private price fixing that is 
inherent in our imperfectly competitive 
economic order. 

The analysis will be centered upon 
the relative roles of governmental price 
fixing and tax policies in the control of 
economic activities under conditions of 
full utilization of resources (or approxi- 
mately so because of serious bottlenecks 
and shortages) and emergency pres- 
sures. The discussion of full utilization 
will be preceded by a brief analysis of 
the requirements of partial utilization. 
It is assumed that a mild inflationary 
movement not only will, but should, ac- 
company the defense program, and that 
control measures should be based on this 
assumption and should endeavor to in- 
sure that this condition will be main- 
tained. 


PARTIAL UTILIZATION OF RESOURCES 


If the reservoir of idle resources is 
large enough to take care of the defense 
needs without a contraction or with an 


?Cf, C. O. Hardy, Wartime Control of 
Prices (1940); Oskar Lange, “Economic Mo- 
bilization: Economic Aspects,” in Economic 
Mobilization (American Council on Public 
Affairs, 1940), pp. 12-26. 
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expansion of ordinary consumption, 
then taxation and price policy should 
be wideby different from what they 
wopld be when a fundamental redirec- 
tion of production and consumption is 
required. The sequence of general ef- 
fects to an enlargement of total produc- 
tion has been analyzed during the past 
few years in the large literature on the 
multiplier. Under the defense program, 
as the unemployed are absorbed in the 
defense industries they would demand 
additional goods and services, which 
would lead to further employment in 
the consumers’ goods industries. From 
the point of view of fiscal policy, what 
is needed is new purchasing power 
e 
rather than the transfer of purchasing 
power from private individuals and 
business enterprises to the government. 
If financing by bonds does not involve 
an equivalent reduction in copsumer ex- 
penditures or if new money is issued 
directly, this additional purchasing 
power is made available to the govern- 
ment, allowing otherwise idle resources 
to be brought into use. The same re- 
sult is achieved if taxes are confined to 
the higher income groups absorbing 
funds which wouldenot have been used 
because of the absence of private in- 
vestment outlets. It is difficult to in- 
sure that taxes will tap only otherwise 
idle funds, but this is likely to be the 
case in large measure when steeply pro- 
gressive personal income taxes and taxes 
on the undistributed and uninvested 
profits of corporations are used. Since 
it is unnecessary to reduce the total of 
private expenditure, sales or excise taxes 
should be avoided. The objective of 
tax policy should be to shun all taxes 
which tend generally to reduce con- 
sumer expenditure and to employ those 
taxes which fall to the greatest extent 
possible on otherwise idle funds. By 
this procedure the government takes by 
taxation the same idle funds it would 
reach by bond sales to individuals and 
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business enterprises (unless bond pur- 
chases were made from borrowed funds) 
but escapes the aftermath involved in 
loan financing. . 

Under the above cqnditions, there 
would be little more (perhaps less) rea- 
son for governmental "interference with 
the price system than prior to defense 
purchases. Increases in demands in 
particular directions usually would be 
expected to produce typical supply-price 
reactions. ‘There would be a basis for 
governmental price fixing only if there 
were no (or limited) elasticity of sup- 
ply in relation to large increases in de- 
mand or if the monopoly power of in- 
dividual firms and combinatigns were 
utilized for unjustified price raises. The 
former undoubtedly could normally be 
handled by direct negotiation in con- 
nection with government purchases, par- 
ticularly M such buying were properly 
centralized. The latter should be dealt 
with through vigorous antitrust action 
in so far as it is subject to this attack.® 
Most likely significant price increases 
might appear in some commodity fields 
. out of the exercise of independent mo- 
nopoly power not open to legal redress. 
But these conditions would not be pe- 
culiar to the defense program (unless 
antitrust activities were dropped) and 
probably have more serious social mal- 
effects during periods when unemploy- 
ment is relatively larger. A case could 
be made for governmental price fixing 
only on the score that the defense pe- 
riod should be utilized as an occasion 
for replacing private price controls by 
governmental controls in those areas in 
which such controls have been given 
legal recognition or in which oligo- 
polistic price restraints are effective and 
not actionable. 


FULL UTILIZATION OF RESOURCES 


The rate of expenditures for national 


3 Cf. Thurman Arnold, The Bottlenecks of 
Business (1940), Chap. 4. 
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defense at present is not necessarily in- 
dicated by the size of appropriations. 
Months may elapse before expenditures 
out of appropriationse become signifi- 
cant. When the program of national 
‘defense gets under way on a broad 
front, however, it will be inevitable that 
readjustments must be made in the 
economy. The goods and services for 
national defense require particular kinds 
of resources; the idle resources of the 
economy, then, must be examined both 
quantitatively and qualitatively in the 
light of the specific requirements of the 
defense program. Even though full 
employment has not been approached 
for the economy as a whole, bottlenecks 
will be likely to develop at strategic 
points, requiring diversion of certain 
kinds of resources from production for 
civil consumption to production of de- 
fense goods if these bottlenecks are to 
be broken and the defense program is 
to proceed with efficiency and speed. If 
an emergency situation develops, in- 
volving actual participation in war or 
rapid preparation for war, the demands 
of national defense may become so 
urgent that all idle resources will be in 
use but with defense demands still un- 
satisfied. Both in the case of bottle- 
necks at strategic points and in the case 
of emergency, reallocation of resources 
would become imperative, although in 
the latter case the amount of realloca- 
tion would be larger. 

The objective of fiscal policy with 
full utilization of resources would shift 
sharply from that of a period when an 
abundance of idle resources is available. 
If the government were to get the pur- 
chasing power necessary to acquire com- 
mand over the needed resources by bond 
sales which did not represent equivalent 
reduction of consumer expenditures or 
by direct creation of money, except in 
special cases of direct negotiation, it 
would in general secure the needed re- 
sources by offering a higher price than 
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private bidders would be prepared to 
offér. Such an inflationary policy, how- 
ever, would be both costly to the gov- 
ernment and cymbersome and uncer- 
tain, since in many cases civj) demand 
would be so inelastic as to be unaffected’ 
by anything short of skyrocketing 
prices. Moreover, if price increases 
were to occur over a significant area of 
the economy, there would be a diversion 
of real resources from consumers to the 
entrepreneurial group,* involving not 
only gross inequities but possibly social 
and political unrest which might inter- 
fere seriously with a united defense 
effort. 

On the other hand, if the govern- 
ment were to reduce through taxation 
the amount of private purchasing power, 


* ® 
thus releasing resources needed for de- 


fense purposes, the undesirable conse- 
quences discussed above would be 
avoided in large measure. It should be 
noted that in either case the transfer 
of resources would be finally effected; 
but with the first method the transfer 
would come chiefly from price increases 
which drove private purchasers from the 
market, while with the second method 
the transfer would come largely without 
price increases because of the reduction 
of private spendable funds and the off- 
setting increase of governmental ex- 
penditures. l 


EQUATING TAXES AND EXPENDITURES 


In attempting to equate tax collec- 
tions arid governmental expenditures on 
defense account, taxes falling solely 
upon those in the higher income groups 
would be inadequate. If a significant 
reduction of civil consumption should 
be necessary to free resources needed for 
defense production, taxes must fall upon 
the large group with small incomes as 
well, since this group accounts for a 


*]. M. Keynes, How to Pay for the War 
(1940), Chap. I. 
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substantial part of total consumer ex- 
penditures.? 

Moreover, restriction of consumption 
of luxuries alone would be inadequate, 
since it might not free resources most 
needed for defense purposes. The im- 
portant distinctien is not between lux- 
uries and necessities, but rather is in 
terms of whether or not the production 
of goods for civil consumption requires 
resources urgently needed for defense 
purposes. Qualitative as well as quan- 
titative restriction should be exercised. 
Even with drastic increases in rates of 
personal income taxation or the estab- 
lishment of a ceiling on annual persona] 
incomes, it would be doubtful whether 
tax collections could be equated with 
defense expenditures. Moreover, the 
personal intome tax as it now operates 
would not be sufficiently flexible for the 
purpose, and there is a time 13g between 
the adoption of rate qhanges and the 
restriction of consumer purchasing 
power. The changes necessary to 
equate income tax collections and de- 
fense expenditures would prove disturb- 
ing to taxpayers and would complicate 
administration. Complaints against 
rate changes would be accentuated 
greatly if changes were to be made suf- 
ficiently rapidly to equate yield with an 
uneven pace of defense outlays. "The 
same objections apply, although prob- 
ably not with equal force, to estate 
taxes. 

Excess profits taxation also would be 
inadequate. The yield would be in- 
sufficient in relation to the level of 
defense expenditures, administrative dif- 
ficulties would be significant, and the 
desired degree of flexibility would be 
virtually impossible to achieve. Yet 
unless more adequate means of reaching 
"excess" profits can be found, there is 
need for retaining an excess profits tax. 
The psychological advantage, moreover, 


5 National Resources Committee, Consumer 
Expenditures in the United States (1939). 
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is not to be ignored. It should be 
borne in mind, however, that if control 
devices succeed in preventigg drastic 
price increases, there wold be very 
few excess profits to tax. Prevention of 
excess profits is by all ‘odds preferable 
to taxing them after they appear. 

High productivity and relative ease 
of administration commend indirect 
taxes to a government, but such taxes 
should be used only as a last line of 
fiscal defense. Indirect taxation is more 
burdensome in proportion to its yield 
than is direct taxation,® it is relatively 
regressive, and the distribution of bur- 
den is in large measure unknown be- 
cause of the uncertainties of incidence. 
Sales and turnover taxes, eve though 
they are flexible and could be produc- 
tive of sufficient revenue te equate tax* 
collections and defense expenditures, 
suffer from these shortcomings. 

In genéral, sales and turnover taxes 
are more objectionable than a graduated 
wage tax. Such a tax possesses the de- 
sired flexibility since rate changes could 
be made easily. Collection at the source 
-(already with precedent under provi- 
sions of the Social Security Act) would 
reduce administratiye complications. If 
civilian consumption must be decreased, 
then a choice must be made between 
“the hook of taxation or the crook of 
inflation" as methods of apportioning 
this sacrifice among individuals and 
economic groups. A wage tax collected 
at the source would be a less burden- 
some method of allocating this sacrifice 
than would borrowing or the direct cre- 
ation of money. 

Tax policy appropriate to a situation 
of ful employment with emergency 


6M. F. W. Joseph, “The Excess Burden of 
Indirect Taxation,” Review of Economic 
Studies, 6, No. 3 (June 1939), pp. 229-230; 
H. Hotelling, “The General Welfare in Rela- 
tion to Problems of Taxation and of Railway 
and Utility Rates,” Econometrica, 6, No. 3 
(July 1938), pp. 242-269. 
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pressures would involve maximum use 
of income, estate, and excess profits 
taxation, supplemented by taxes which 
would achieve over-all restriction of 
consumption. A graduated wage tax 
‘would seem the least objectionable 
method of bringing about this restric- 
tion.’ The Keynes Plan, discussed by 
Professor Groves elsewhere in this vol- 
ume, has much to commend it as a 
method of over-all consumption restric- 
tion. 

Such a tax policy, however, should 
be implemented by other control de- 
vices. Reduction of purchasing power 
in the hands of consumers would not be 
enough, since consumers’ reactions to 
such reduction would be uncertain. 
They might continue to purchase goods 
which required resources urgently 
needed for defense purposes while re- 
stricting purchases of other goods using 
less essential resources. In addition, 
the optimism bred by defense activity 
or war might lead to widespread pur- 
chasing on an installment basis or with 
proceeds of bank loans. The first 
World War provides ample illustration 
of this. Nor would taxation alone in- 
sure that supplies of scarce goods would 
be distributed equitably among con- 
sumers. With unequal distribution of 
money incomes, it would be inevitable 
that, in the absence of other controls, 
demands of some consumers would be 
met fully while others would go un- 
satisfied. Finally, taxation would be a 
slow method of control. Rapid reallo- 
cation of resources, and not merely re- 
striction of consumer expenditure, would 
be necessary. The reaction of, produc- 
ers to reduced consumer demand would 
not be instantaneous, nor would the 
diversion to defense needs of resources 
freed by declining output of consumers’ 
goods be an automatic process. 

7 If even more drastic restriction should be- 


come necessary, the tax might be broadened 
to include other types of incomes. 


Tax Poxicy AND Prick FixiNG As Economic CONTROLS 


Price FIXING 


If fiscal policy has succeeded in 
checking a majog inflationary upswing, 
then there should be little dgmand or 
need for general governmental price fix-° 
ing as full utilization is approached. 
Price fixing should be employed pri- 
marily (1) to correct maladjustments, 
(2) to conserve public morale and 
health, (3) to protect the government 
as purchaser against extortionate prices, 
(4) to stimulate production where es- 
sential, and (5) to prepare the way for 
postwar readjustments. 

Undoubtedly the approach to full 
utilization would produce serious mal- 
adjustments. Acute shortages in some 
segments of the economy would nor- 
mally produce significant price increases 
under the free price system. If these 
shortages and price increases were for 
commodities essential for war consump- 
tion, then a combination of rationing 
and maximum price fixing should be 
invoked. Price fixing alone would not 
be adequate because it would not guar- 
antee that the limited supplies would be 
distributed according to needs. If it 
were considered desirable to stimulate 
production, then a minimum price guar- 
antee in relation to the maximum might 
be an effective means, particularly if 
production were scattered among many 
small-scale operators with whom direct 
contracting was not feasible or was too 
expensive or time consuming. Price 
fixing might very well be employed also 
in case of scarcities, even if civilian con- 
sumption standards are not directly at 
stake, ig order to remove the threat 
to general morale that “profiteering” 
arouses or to hold government purchase 
costs to reasonable levels. Reasonable 
prices when the government is a major 
source of demand may well be consid- 
erably below the prices that the short- 
run, free price system would produce.® 

8 Cf. Hardy, op. cit., p. 66. 
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Fortunately, the maintenance of produc- 
tion in emergency conditions is possible 
without the fulfillment of normal, peace- 
time profit expectations. 

If we find ourselves in the "shooting 
war" in a large way, with its additional 
emergencies and' pressures, then the 
price policies outlined in the preceding 
pages will become even more necessary. 
But war emergencies without general in- 
flation need not require general price 
fixing. That is, price fixing should be 
selective. The chief problem would be 
to maintain a reasonable standard of 
living, if at all possible, and to hold 
down the purchase prices of war sup- 
plies. Selective price fixing over a lim- 
ited portion of the economy need not 
force the government into general price 
fixing." Admittedly there would be a 
strong industrial and public clamor for 
the extension of price fixing,once the 
government began to assume responsi- 
bility for a portion of the price struc- 
ture. But there is no inherent reason 
why selective price fixing should lead to 
price fixing for the balance of the econ- 
omy. The alarmists who take this posi- 
tion overlook the fact that in normal 
times there is already a considerable 
body of governmental and private price 
fxing plus the rigidities of imperfect 
competition without producing this al- 
legedly logical outcome. Admittedly, 
the expansion of price fixing in the short 
run would increase difficulties of ad- 
justment in many cases, but contrari- 
wise the combination of war motivation 
and full utilization of resources would 
lighten the burden by contrast with de- 
pression conditions. 

If unsound fiscal policies produced a 
major inflationary upsurge, then the de- 
mands for general price fixing would be 
magnified. The dual threats to public 
morale and to governmental war costs 
would inevitably force the government 
into an increasingly large amount of 

9 Cf. Hardy, op. cit. 
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price fixing. Undoubtedly an attempt 
would be made to freeze the general 
price level at some arbitrarye point be- 
cause of the seeming simplicity of, this 
solution. Needless to say, this proce- 
dure would immediately force the gov- 
ernment into direct intervention in in- 
dustry on a large scale. It should be 
stressed that if fiscal policy does not 
restrain a major inflation then any pro- 
gram of price fixing developed out of 
short-run clamors will be merely a stop- 


gap. 


POSTDEFENSE OR POSTWAR 
READJUSTMENTS 


The postdefense or postwar situation 
will be analogous in many réspects to 
the condition of partial utilization of 
resources discussed above! When the 
government’s demand for defense goods 
and servjces slackens, resources will be 
freed and reaYocation from defense to 
consumer goods production will become 
the primary objective. This realloca- 
tion can be effected with a minimum of 
disturbance to the economy if consumer 
purchasing power can be increased in 
the period immediately following the 
emergency. The appropriate tax policy 
now would be the repeal of those levies 
which fell primarily upon the lower 
income groups and which thus restricted 
consumption, i.e. wage taxes, sales or 
turnover taxes, and excise taxes except 
on luxury goods. Tax revenue should 
be derived primarily from higher income 
groups, absorbing funds which would 
otherwise be idle. 

If we escaped a major inflation during 
the defense or war period and if price 
fixing were merely selective and invoked 
only when better alternatives through 
the indirect manipulation of supply and 
demand relations were not feasible, then 
postwar price readjustments will be at 
a minimum. This is not to suggest that 
the problem will not be serious. Even 
on the basis just assumed (by contrast 
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with an inflationary situation), it will 
require consummate wisdom and skill 
to make this transition without tre- 
mendous social uphegval. Public pol- 
icies in gelation to the requisite adjust- 
ments range far beyond the confines of 
this paper. As far as the use of price 


. fixing is concerned, the postdefense pe- 


riod will offer a major regulatory issue 
as well as opportunity. In general, the ° 
industrial situation potentially will be 
similar to that which produced the 
N.R.A. and the post-N.R.A. crop of 
control procedures and private distribu- 
tive price control rights.7° Under a 
condition of partial utilization of re- 
sources, particularly if there is a down- 
ward trend and relatively fixed wage 
or other costs, it is inevitable that in- 
dustry will attempt to protect itself by 
inhibiting price cutting. Hence, as dur- 
ing the depression, the alleged evils of 
price cutting will be publicized and 
great pressure will be placed upon the 
courts and government for legal assist- 
ance in programs to hold or raise prices 
and to restrict output. Obviously, such 
attitudes and policy will run counter to 
the general interest in increasing or 
maintaining production and employ- 
ment. 

This general state of affairs is, of 
course, just the reverse of that of the 
defense and war period, when the public 
interest crystallized against price raises. 
Further, the incréase in or full utiliza- 
tion of resources and war motivation 
undermined both the need and the de- 
mand for the private price controls. 
Under these circumstances, an excellent 
opportunity will have been aissed if 
plans are not laid to insure that private 
price fixing and restrictive programs do 
not replace those of the government and 
the competitive pressure of free markets 
in the period of readjustment. It should 


10 For a discussion of the latter, see E. T. 
Grether, Price Control Under Fair Trade Leg- 
islation (1939). 
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be possible by now to make it clear to 
private industry that the total effect of 
private restrictions is general depres- 
sion, not prosperjty. 

In making the above statement, the 
writers are thoroughly aware that no 
single policy (as the breakdown of le- 
gally protected private price controls) 
in itself will produce the economic mil- 
lennium. Further, the whole problem is 
essentially qualitative, not quantitative. 
Sweeping prohibitions of monopoly and 
combination and friendly gestures to- 
ward a “ffee market” are not enough. 
It is not competition per se or monop- 
oly per se that is to be preserved or 
prevented, but it is certain types or 
expressions of competition or monopoly 
that are at issue. An unfortunate as- 
pect of this whole issue is that economic 
analysis has not as yet provided an 
adequate basis for judging the total 
effects upon the economy of price in- 
creases and decreases in particular seg- 
ments. One thing, however, is clear: 
that it would be an exceedingly bad 
beginning for the postwar period of re- 
adjustment if the private price controls 
that are already current or may be ex- 
pected to arise were in general tolerated 
or given legal recognition. 


SUMMARY AND CONCLUSIONS 


Under conditions of partial utiliza- 
tion, it would not be necessary to effect 
drastic restrictions of private demand 
or material reallocation of resources. 
If the supply of goods increases at the 
same rate as the supply of money, there 
need be, no severe price dislocation. 
Appropriate fiscal policy in a period of 
partial utilization would be to tax other- 
wise idle funds as much as feasible. 
Sales and excise taxes would have little 
place in such a period since there would 
be no necessity for reducing consumer 
expenditures. The inflationary dangers 
of loan financing would be at a mini- 
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mum, but if taxes rather than bonds 
could be used to reach the same idle 
funds, the financial aftermath of loan 
issues could be escaped. With such a 
fiscal policy, price fixing would be neces- 
sary only in those areas of the economy 
where essential supplies were scarce 
and relatively inelastic or where monop- 
oly control were used to bring about 
unwarranted price increases. Such con- 
trols, however, should be selective and 
should be used only where other reme- 
dies were not available. 

Under conditions of full utilization of 
resources, maximum use should be made 
of income, estate, and excess profits 
taxes; but, because of time lags, such 
taxes alofie would not produce the equa- 
tion of collections and defense expendi- 
“tures necessary if price dislocations are 
to be escaped. Taxation must reach 
virtually all incomes, including those of 
wage earners; the least objectionable 
method of accomplishing this would be 
a graduated wage tax collected at the 
source. 

With full utilization, the need for 
price fixing would become greater. If 
the rigorous tax policy outlined above 
were adopted, a general price increase 
undoubtedly could be avoided, but 
changes in relative prices would be in- 
evitable. Fiscal policy alone would be 
inadequate to control the situation, and 
defense mobilization might well be ren- 
dered more costly and public morale 
might be lowered by uncontrolled price 
changes. Fiscal policy would not be a 
sufficiently sensitive control device, nor 
would it be sufficiently rapid to be re- 
lied upon exclusively. If, on the other 
hand, drastic fiscal policy should be 
impossible because of political pres- 
sures, the need for price fixing would 
become even more urgent. Inflationary 
financing in a period of full employment 
would necessitate not only price fixing, 
but the use of the whole range of control 
devices to avoid catastrophe. 
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In the period of postdefense readjust- 
ment, the objective of fiscal policy 
should be to reach otherwise jdle funds 
to the largest extent pogsible. Con- 
sumer expenditures should not be’ re- 
duced by indirect taxation, and emer- 
gency sales, excise, and wage taxes 
should be promptly repealed. The ob- 
jective of price controls now would 
shift from restraining price increases to 
inhibiting the private controls that 
would be introduced in order to check- 
mate price cutting. 

Finally, the writers wish to point out 
three admitted weaknesses in their anal- 
ysis: (1) tax policy, and to some extent 


price policy, has been analyzed in terms 
of theoretically ideal procedures; (2) 
price fixing was discussed in general 
terms instead of by gcference to the 
particular types adaptable to varying 
esituations; and (3) the alternatives to 
direct price fixing were not presented. 
The latter two gaps in analysis are the 
product of space limitation. As for the 
first, most likely the fiscal policies em- 
ployed will not be as adequate as 
sketched either because of unwisdom or 
political expediency. It is hoped, at 
the very least, that the compromises in 
fiscal policy will not be so great as to 
engender a major spiral of inflation. 
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Problems of Federal Tax Admministration* 


By Roy Broucu 


T: nationa? defense program, still 


in its early stages, haf already. 


brought substantial changes in the Fed- 
eral tax system. In 1940 Congress 
passed two revenue acts estimated to 
produce approximately $1,400,000,000 
in their first full year of operation. It 
is the purpose here to consider the ad- 
ministrative problems raised by the tax 
legislation econtained in these two acts 
and the prospects of satisfactorily solv- 
ing them. In doing so, it will be helpful 
to refer to the experiences of the first 
World War period. 


GnowrH DumiNc First Wortp WAR 


The financing of the United States’ 
participation in the first World War re- 
quired a great expansion of the revenue 
system. A large number of new taxes 


were imposed and existing taxes were 


greatly increased, both in rate and 
scope. In 1916 internal revenue re- 
ceipts amounted to $512,723,288. By 
1918 they had increased to $3,698,955,- 
821 and by 1920 to $5,407,580,252. 
Between 1916 and 1920 total income 
and excess profits tax receipts had risen 
from $124,937,253 to $3,956,936,004. 
The result was a tremendous expansion 
in the work of tax administration. The 
number. of individual income tax returns 
alone increased from 437,000 in 1916 to 
4,425,000 in 1918 and 7,260,000 in 
1920. 

The increased functions required 
large additions to the personnel of the 
Bureau of Internal Revenue. In 1918 
the staff of the Income Tax Unit was 
increased from 380 to 1,200. By the 
end of 1920 it had exceeded 4,300. In 


* This article is written in a purely personal 
capacity and should not be interpreted as re- 
flecting the official viewpoint of the Treasury 
Department. 
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1920 alone,'2,600 appointments were 
made, approximately 1,000 of which 
were replacements of employees lost 
through resignation. The selective- 
service drafts and the competition for 
competent and qualified clerical em- 
ployees caused an exceptionally large 
number of separations from the service. 

Under the impact of the vastly in- 
creased load, the tax administration 
bogged down in several particulars. In 
the summer of 1918 Commissioner 
Roper informed the Ways and Means 
Committee that 4,000,000 tax returns 
for 1916 and 1917 remained unaudited. 

T. S. Adams, who as a Treasury aid 
had seen the operation of the revenue 
system at close range, was prompted to 
observe that: e 

No Federal administration, in my opin- 
ion, is capable during the next five or six 
years of carrying with even moderate suc- 
cess two such burdens as the income tax 
and the excess profits tax... . 

As a matter of fact, it seems to be be- 
yond doubt that the administration of 
these two taxes is in danger of collapse. ... 

Why not improve the administration? 
The reply is that it will take years to im- 
prove it. The intricacy of the excess prof- 
its tax is such that it is hardly an exaggera- 
tion to say that it takes more time to teach 
an accountant to master its mysteries than 
the average accountant can be retained in 
the service after he has attained such mas- 
tery.* 

Ultimately the situation was relieved, 
partly through changes in the organiza- 
tion of the Bureau and the adoption of 
new administrative methods, and partly 
by the creation of new agencies and the 
abandonment of a large number of the 
wartime taxes. 


tT. S. Adams, “Should the Excess Profits 
Tax be Repealed?” Quarterly Journal of Eco- 
nomics, 35 (May 1921), pp. 370-372. 
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In the light of this experience, the 
question arises whether or not in the 
present period of heavy defenge expen- 
ditures we shall again be fgced with an 
overwhelming problem of tax admin- 
istration. ° 

Circumstances, of course, are different 
in a number of respects. The country 
is not at war and the pressure to raise 
revenue quickly and from every avail- 
able source is not so great. It does not 
appear likely that the new taxes for 
defense purposes will be as large in vol- 
ume or as quickly added as during the 
earlier period. 

The circumstances are importantly 
different in other respects as well. At 
the start of the first World War, the 
Bureau of Internal Revenue had less 
than .4,000 employees. 
1939, the employees in the various 
branches ef the Internal Revenue Serv- 
ice approached, 23,000. In 1917 the 
Bureau's appropriations fell short of 
$8,000,000; in 1939 they were in excess 
of $60,000,000. In 1917 the income 
tax was only three years old. "Today, 
we have had over a quarter of a century 
of experience with its administration. 
In 1917 the estate, tax had just been 
enacted. We have now had over twenty 
years of experience in administering the 
estate tax and a number of years in ad- 
ministering the gift tax. Likewise, a 
considerable amount of experience has 
been gained in the administration of 
miscellaneous excise taxes, many of 
which were reintroduced in 1932 and 
since then retained. 

In other words, the tax system at the 
present time is far more fully developed 
and matured than at the outbreak of 
the former war. Furthermore, most of 
the sources of revenue have been par- 
tially tapped so that tax increases must 
on the whole be expected to come as 
increases in rates rather than as entirely 
new and different taxes. 

As has been noted, however, there 


On June 30,° 
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already have been important additions 
to the tax system growing out of present 
defense needs. ‘The changes effected by 
the two revenue acts qf 1940 fall into 
four categories: (1) The individual and 
‘corporation income tax and the estate 
and gift tax rates were increased. (2) 
The income tax base was broadened by 
substantially decreasing the personal ex- 
emptions. (3) An excess profits tax 
was imposed.? (4) The rates of certain 
miscellaneous excise taxes were in- 
creased. ' 

The increases in the rates'of the in- 
come, estate, and gift taxes and of the 
miscellaneous excise taxes do not pre- 
sent particularly new administrative 
problems. To be sure, the higher the 
rates of tax are, the more effort is likely 
to be given by taxpayers to avoiding the 
tax. In this process new loopholes are 
discovered for both avoidance and eva- 
sion, and the administration is faced 
with the problem of discovering and 
plugging these loopholes. This, how- 
ever, is an ever present process, not lim- 
ited to the current situation. 


THE BROADENED INCOME Tax BASE 


After agitation for a number of years 
on the part of some members of Con- 
gress and supported by the recom- 
mendations of the Treasury Depart- ' 
ment, the Congress in the first Revenue 
Act of 1940 broadened the base of the 
individual income tax. The personal 
exemption for single persons was re- 
duced from $1,000 to $800, and that for 
married persons and heads of families 
from $2,500 to $2,000. The $490 credit 
for each dependent was left unchanged. 
The revenue which is expected to be 
collected from the new taxpayers is esti- 


2 At the same time, the excess profits tax 
in effect under the Internal Revenue Code, in 
fact merely an integral part of the capital 
stock tax, was retained under the changed 
name of “declared value excess profits tax.” 
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mated at approximately $14,000,000. 
This is in addition to $61,000,000 which 
will be obtained from those taxpayers 
who already wepe paying taxes under 
existing law. P 

In addition to lowering the personal. 
exemptions, the first Revenue Act of 
1940 changed the requirements for filing 
income tax returns. Under the previous 
law, a single individual was not required 
to file an income tax return unless his 
gross income was $5,000 or more or his 
net income was $1,000 or more. In the 


. case of a fnarried individual, no return 


was required unless gross income was 
$5,000 or more or net income $2,500 or 
more. A return was also required if the 
married individual and his spouse each 
had a gross income and the aggregate 
gross income was $5,000 or more. 

The first Revenue Act of 1940 re- 
quires a return from a single person if 
his gross income is $800 or more and 
from a married individual if (1) he has 
a gross income of $2,000 or more and 
his spouse has no income, or (2) if such 
individual and his spouse each has for 
the taxable year a gross income and the 
aggregate gross income is at least 
$2,000. 

The previous net income test for filing 
an individual income tax return made 
each person in effect an auditor in de- 
termining what are the proper deduc- 
tions to take from gross income. It is 
believed that under that arrangement 
many persons failed to file returns on 
the assumption that their net income 
was insufficient, whereas actually they 
were liable for the filing of a return and 
the payment of a tax. The change in 
filing requirements is expected to result 
in the collection of between $25,000,000 
and $45,000,000 revenue hitherto lost. 

The reduced personal exemptions and 
the changes in filing requirements are 
expected to result in an increase of 
8,000,000 in the number of tax returns 
and an increase of 2,190,000 in the 
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number of taxpayers. In the calendar 
year 1939, a total of 6,424,000 indi- 
vidual returns were filed for 1938. In 
the meanwhile, however, in the Public 
Salary Tax Act of 1939, Congress sub- 
jected the salaries of state and local em- 
ployees to the Federal income tax. This 
increased the number of individual in- 
come tax returns filed in 1940. All fac- 
tors taken into account, the total num- 
ber of individual returns in 1941 is 
expected to exceed 15,000,000. 

Hitherto, the largest number of re- 
turns ever filed under the Federal in- 
come tax was 7,698,000 for 1923. The 
number of returns for 1923 was higher 
than during any of the first World War 
years, déspite somewhat higher exemp- 
tions and credits for dependents and 
“despite lower price levels. 

The cost of handling the 8,000,000 
individual returns added by the 1940 
legislation has been estimated at ap- 
proximately $8,000,000. The cost of 
handling a return upon which a tax is 
paid averages $1.56; to handle a re- 
turn upon which a tax is not paid 
averages about 50 cents. 

The broadening of the tax base will 
also give rise to a larger volume of in- 
formation returns received from em- 
ployers. Because of the 1940 legisla- 
tion, such returns will be filed for all 
persons receiving $800 or more during 
the year instead of $1,000 or more, as 
under previous law. In past years ap- 
proximately 19,000,000 informational 
returns were filed. The probable num- 
ber for future years is estimated at 
around 26,000,000. 

The substantial increase in the vol- 
ume of returns will not be accompanied 
by a proportionate increase in tax since 
the tax yield on each of the new returns 
will be small. 

The problem of auditing small income 
tax returns depends on the source of the 
income. Incomes received in the form 
of wages and salaries from a single em- 
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ployer are simple to check since the in- 
formation return is available for that 
purpose. Returns filed by small busi- 
nessmen, professional men, and farmers, 
however, present greater difficulties. 
The tax is self-assessed and there is no 
ready source of verifying information. 


COLLECTION AT THE SOURCE 


It has sometimes been suggested that 
in the case of small taxpayers, particu- 
larly if the base of the tax is broadened, 
the tax should be collected at the source 
instead of from the taxpayer. This is 
done in the case of the pay roll tax un- 
der the Federal Insurance and Contribu- 
tions Act. It has the advanta£e in the 
case of large collections of spreading the 
burden in small installments over the* 
year, by withholding it, rather than tak- 
ing it away from the recipient after he 
receives if. Furthermore, it assures the 
Government of relatively complete col- 
lections without the problem of enforc- 
ing the collection of small items. 

The idea of collection at the source 
is not new. Withholding was utilized as 
early as the Civil War period. How- 
ever, it was then restricted to interest 
and dividends. The 1894 income tax 
required corporations and government- 
disbursing officers to withhold the tax 
on all wages and salaries of $4,000 and 
over and made no provision for abate- 
ment if other deductions reduced the 
income of the recipient to a nontaxable 
level. The act, however, was declared 
unconstitutional before it became fully 
operative. 

A similar provision was contained in 
the 1913 income tax. This, the first of 
the modern income taxes enacted after 
the ratification of the Sixteenth Amend- 
ment, provided that as far as possible 
the normal tax on individuals be col- 
lected at the source. The provision was 
advanced by the Committee on Ways 
and Means in the belief that it would 
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save the taxpayer annoyance and at 
the same time practically double the 
amount of revenue the Government 
would otherwise recejve? That the 
Committge’s expectation remained un- 
‘realized is apparent from the fact that 
as early as December 1915 the Secre- 
tary of the Treasury recommended that 
the law be amended and information at 
the source be substituted for collection 
at the source. The following year a 
similar proposal was made by the Com- 
missioner of Internal Revenue.* 

The failure of the collecfion-at-the- 
source experiment seems to have been 
due to diverse reasons. Apparently in- 
dividual taxpayers failed to submit 
properly executed exemption certificates 
or objected to disclosing their invest- 
ments to others. Corporations that 
acted as collecting agencies were under 
a great burden of detailed labor. One 
railroad was said to have doubled the 
clerical force at its coupon and interest 
desk. 


INFORMATION AT THE SOURCE 


Mortimer L. Schiff estimated in 1915 
that the actual cost to corporations in 
withholding the tax amounted to from 
10 to 20 per cent of the amount col- 
lected for the Government. He recom- 
mended that a system of information at 
the source be substituted for collection 
at the source.? 

In his report for the fiscal year 1915, 
Secretary of the Treasury McAdoo 
wrote 


that it would be very advantageous to have 
this law amended so as to do away with 
the withholding of the income fax at the 
source, and in place thereof to require in- 
formation at the source; that it will mean 


3 63rd Cong. ist Sess, House Report 5, p. 
xxxviii. 

* Annual Report of the Secretary of the 
Treasury, 1915, p. 19; 1916, p. 674. 

5 Some Aspects of the Income Tax," THE 
ANNALS, LVIII (March 1915), p. 24. 
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the collection of a larger amount of reve- 
nue and eliminate a great deal of criticism 
which has been directed against the law.® 


In the face Of this opposition, the 
withholding provision gave way. It was 
repealed by the Revenue Act of 1917. 
Corporations and others were then re- 
quired to file information returns as to 
payments made by them to prospective 
taxpayers. 

Since 1917 the American income tax 
practice has consistently been to require 
information at the source. In connec- 
tion with the social security tax pro- 
gram, however, a tax on pay rolls at the 
source was again required, effective in 
1936. It should be pointed out, how- 
ever, that the social security taxes are 
based on gross income and consequently 
circumvent the chief obstacle to a tax 
on salaries and wages at source; namely, 
recognition of individual differences in 
taxpaying capacity due to differences in 
family status and family obligation and 
differences in deductible taxes paid, 
charitable contributions, professional 
expenses, bad debts, losses, and other 
deductions allowable for income tax 
purposes. 

The existence of the social security 
system may, however, serve to facili- 
tate to some degree the administration 
of small returns, since it may be pos- 
sible to check amounts reported for in- 
come tax purposes against amounts re- 
ported for social security tax purposes. 

Collection at source would doubtless 
greatly reduce the number of income tax 
returns. A recent analysis of 5,286,708 
individual returns with net income filed 
for 1936 shows that 45 per cent were 
returns with no other type of income 
than salaries and wages. One question 
at issue is obviously whether or not a 


$ P. 19. Approximately $9,000,000, or 17.3 
per cent of a total normal tax of $51,000,000, 
was collected at the source on 1916 incomes. 
(Statistics of Income, 1916, p. 9.) 
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large number of small income tax re- 
turns constitutes a more vexing admin- 
istrative.problem to the Government 
than collection at source does to the 

e. L] a a 
business units charged with the with- 
holding of the tax. 


COLLECTION AT SOURCE BY 
THE BRITISH 


It is significant, too, that the pressure 
of war finance has given an impetus to 
collection at source in at least three 
English-speaking areas. The first of 
these is Great Britain. Prior to the 
enactment of the Finance (No. 2) Act 
of 1940, the tax on the salary and wage 
earner Whose income was derived wholly 
or chiefly from his employment was 


* payable in*two equal installments. In 


1931, when the rates were increased, a 
voluntary scheme of deduction of tax 
from salaries and wages was devised so 
that employees could spread their tax 
evenly throughout the year. However, 
the optional collection-at-source method 
was little used. The Finance (No. 2) 
Act of 1940 makes compulsory the de- 
duction of tax at source from all wages 
and salaries. In all cases, the work of 
determining the amount of tax due will 
continue to be done by the income tax 
authorities, and the employer’s duties 
will be to deduct by equal installments 
the tax notified to him by the collector 
of taxes and to pay to the collector once 
a month the amount so deducted. It 
is expected that the new method of col- 
lection will begin in January 1941. 

In Canada, the Income War Tax Act 
of 1940 imposes a national defense tax 
on the total income of individuals. Em- 
ployers are required to deduct the tax 
from employee earnings after July 1, 
1940, and remit such tax on September 
16, 1940, and on the 15th of each month 
thereafter. Taxes not deducted at 
source shall be increased by amounts 
ranging from $1.00 if the tax is not 
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less than $25.00 but not more than 
$100.00, to $21.00 if the tax is $700.00 
or over. 

Effective on June 24, 1940, incor- 
porated companies paying interest on 
bonds or other obligations registered as 
to interest, or paying dividends, irre- 
spective of amounts, are required to de- 
duct and collect the defense taxes from 
each payment made to residents of 
Canada. 

Finally, it is reported in the press" 
that the new income tax bills presented 
to the Australian House of Representa- 
tives on November 27, 1940, provide 
_that the new income tax will be payable 
in weekly installments deducted from 
wages, as is done in four of the Aus- 
tralian states. 
January 1, 1941. . 

It may be noted that in Canada the 
taxes collected at source are on current 
year's income, whereas in Great Britain 
and Australia they are taxes on income 
received in the twelve months ending 
April 5 and June 30, respectively, of the 
preceding year. 

These trends in foreign countries sug- 
gest that the undesirability of collection 
at source is by no means a universally 
accepted conclusion. Should the income 
tax base be further broadened, collection 
at source may provide a tolerably satis- 
factory solution to our problem of ad- 
ministering a tax on low incomes de- 
rived from wages and salaries. 


THe Excess Prorits Tax 


The excess profits tax, imposed by 
the Second Revenue Act of 1940, ap- 
plies to that portion of the excess profits 
‘net income of corporations which ex- 
ceeds the excess profits credit and a 
$5,000 specific exemption. Excess prof- 
its net income consists of net income 
subject to the income tax with certain 
adjustments, some of which are the ex- 

T The New York Times, November 28, 1940. 


Deductions will begin 
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clusion of long-term capital gains and 
losses, and the deduction of the amount 
of ‘the income tax and dividends re- 
ceived. Corporations gxempt from the 
income tgx and corporations with an 
excess profits net income not in excess 
of $5,000 are exempt from the excess 
profits tax. Corporations in either of 
these two categories need not file an 
excess profits tax return. As a re- 
sult, a great majority of the corpora- 
tions will not be required to file excess 
profits tax returns. In 1937, for ex- 
ample, only about 70,000 ott of ap- 
proximately 530,000 corporations re- 
ported net income of more than $5,000. 

Corporations may choose to be taxed 
either on the basis of invested capital 
or on the basis of base-period earnings. 
The excess profits credit is equal to 
either 8 per cent of invested capital 
(equity invested capital plus 50 per 
cent of borrowed capital) or 95 per cent 
of excess profits net income for the base 
period, 1936—1939, plus 8 per cent of 
net capital additions or minus 6 per cent 
of net capital reductions. This option 
for determining taxable excess profits 
either on the basis of invested capital 
or base-period earnings will reduce the 
number of corporations subject to tax 
below what it would be under either 
method alone. Moreover, to the extent 
that corporations will elect to be taxed 
on the basis of base-period earnings, the 
administrative problems will be some- 
what less than if all corporations were 
required to compute their taxable excess 
profits on the basis of invested capital. 
Nonetheless, it is probable that in the 
course of time invested capital yill have 
to be computed for a majority of the 
taxable corporations. 

The excess profits tax as finally en- 
acted was the product of much Con- 
gressional debate and consideration. It 
will be recalled that three full months 
elapsed between the time that the sub- 
committee of the Committee on Ways 
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and Means submitted its proposed ex- 
cess profits tax to the full Committee 


and the time that the conferees of the 


two houses fimally agreed on a bill. 
During the interval, the kill passed 
through many versions. Much of thfs 
deliberation was directed toward the 
drafting of a law which could be ad- 
ministered with a minimum of difficulty. 
In the course of discussion, it was fre- 
quently recalled that the excess profits 
tax of the first World War period was a 
tax administrator’s despair. 

While the excess profits tax, as finally 
enacted, is expected to raise a number 
of administrative problems, these are 
not believed to be of sufficient severity 
to cause a breakdown in the tax. Since 


the first World War experience, con-, 


cepts underlying the excess profits tax 
have been clarified and the administra- 
tive machinery has been improved. 
Moreover, some problems have been 
completely avoided. 


APPLIES TO CORPORATIONS ONLY 


Over a period of years, the Bureau of 
Internal Revenue has built up a record 
of the income of corporations, which, 
with the exception of corporations suf- 
fering losses in certain years, will facili- 
tate the determination of the base- 
period earnings. However, the fact that 
there are many open income tax returns 
for recent years will make the filing of 
excess profits tax returns and the final 
assessments a slow matter. Many re- 
turns will have to be revised after the 
income and tax liability for outstanding 
years have been settled. 

Since the tax applies only to corpora- 
tions, problems inherent in the admin- 
istration of an excess profits tax on 
individuals and partnerships have been 
completely avoided. It will be recalled 
that the excess profits tax imposed un- 
der the Revenue Act of 1917 applied to 
. individuals and partnerships as well as 
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corporations. In the case of a partner- 
ship, the tax applied to all income. In 
the case of individuals, on the other 
hand, it applied only to that part of 
the income which was derived from the 
taxpayer's trade, business, profession, 
or occupation. Income from other 
sources was disregarded. 

Taxpayers without invested capital, 
or with only a nominal amount of capi- 
tal, were subject to a flat 8 per cent 
excess profits tax, whereas those with in- 
vested capital were taxable at graduated 
rates. The question whether in a par- 
ticular case the flat or graduated tax 
applied, or whether the flat rate applied 
to part and the graduated rate to an- 
other part of an individual’s income, cre- 
ated much administrative difficulty. 
These problems will not arise under the 
present excess profits tax, which applies 
only to corporations. 

The bulk of the criticism of the first 
World War excess profits taxes stemmed 
from the difficulties of determining in- 
vested capital. This phase of the prob- 
lem is said to have given rise to more 
administrative complications than any 
other factor and appears to have left 
an indelible impression on the minds of 
many in and out of the Treasury De- 
partment. 

In the 1940 Act, however, Congress, 
after much deliberation, again elected 
to rely in part on invested capital in the 
determination of excess profits tax lia- 
bility, believing that many of the first 
World War tax difficulties were elim- 
inated in the present bill. 

Under the 1918 Act, invested capital 
meant actual cash paid in for stock and 
the actual cash value at the time paid 
in to the corporation of property paid 
in for stock, or as paid-in surplus, or as 
a contribution to capital. Under the 
present law, the corresponding portion 
of equity-invested capital is computed 
as the money paid in plus the aggregate 
of the basis (unadjusted, for determin- 
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ing loss upon sale or exchange) of prop- 
erty paid in for stock or as paid-in sur- 
plus or as a contribution to capital. 


2 
DETERMINING Property VALUE” 


The requirement under the wartime 
acts that the value of property be de- 
termined as of a fixed date in the past 
frequently led to litigation and admin- 
istrative complications. These difficul- 
ties are avoided under the current 
proposal by the use of the basis for 
determining loss upon sale or exchange 
rather than value, since the records of 
the Bureau and the income tax returns 
filed by the taxpayers can reasonably 
be expected to reveal the data necessary 
for the determination of the Basis of 


property paid in to the great majority . 


of corporations. 

In the 1918 Act, the value of property 
paid in foy stock could not exceed the 
par value of the stock issued therefor, 
unless it could be shown to the satisfac- 
tion of the Commissioner that the value 
of the property was clearly and sub- 
stantially in excess of such par value. 
Moreover, that Act provided that the 
par value of no-par stock should be 
deemed to be the fair market value of 
the stock as of the date of issue. The 
present law contains none of these lim- 
itations, with the result that the deter- 
mination of the basis of property paid 
in to the corporation is not complicated 
by determinations of par value or of 
actual value of no-par stock, nor by 
questions concerning the distinction be- 
tween par value and no-par stock. 

The 1918 Act provided for the in- 
clusion of earned surplus in invested 
capital. In the determination of earned 
surplus for this purpose, detailed exam- 
inations were required to ascertain 
whether or not adequate deductions for 
depreciation of property had been taken 
on the taxpayer's books and properly re- 
flected in the surplus account. Compli- 
cations arose also concerning the pro- 
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priety of including various items in 
determining earned surplus. The -pres- 
ent excess profits tax avoids many of 
these problems by the use of the concept 
of “earniggs and profits” rather than 
“earned surplus.” “Earnings and prof- 
its” is a term which has been used for 
many years in the income tax law. The 
Bureau records are adequate to reveal 
the accumulated earnings and profits of 
corporations. 

Another 1918 provision which pro- 
voked difficulty and stimulated criti- 
cism of the tax administration was that 
relating to special assessments. The 
1918 Act provided in substance that 
where the Commissioner found that, 
owing to abnormal conditions affecting 
the capital or income of the corporation, 
the tax computed in the ordinary man- 
ner would produce special hardship 
upon the taxpayer, the tax should in- 
stead be an amount bearing the same 
ratio to the net income of the taxpayer 
as the average tax of representative cor- 
porations engaged in like or similar 
trade or business bore to their average 
net income. This provision gave rise 
to many difficulties and delays. Many 
taxpayers claimed relief under the pro- 
visions, frequently only for the purpose 
of delaying the final determination of 
tax liability. Moreover, the compari- 
son with representative corporations in 
a similar trade or business was impos- 
sible to determine accurately and could 
not be determined in any manner with- 
out much dispute and endless delay. 
The class of cases for which this provi- 
sion was most necessary and beneficial 
involved situations in which the tax be- 
came unduly high because of the exclu- 
sion of borrowed capital from invested 
capital. Under the present law, one- 
half of borrowed capital is permitted to 
be included in invested capital. 

To take care of such “abnormalities” 
in invested capital and income as still 
remain, the present law includes an in- 
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definite general relief provision which 
authorizes the Commissioner 


to make such adjustments as may be neces- 
sary to adjust dbnormalities affecting in- 
come or capital, and his decisién shall be 
subject to review by the United States 
Board of Tax Appeals.® 


_This provision will doubtless require 
' further statutory implementation before 
it can be successfully applied and before 
many of the administrative difficulties 
can be detected. The Treasury and 
members of the staff of the Joint Com- 
mittee on Internal Revenue Taxation 
are currently studying the problem with 
a view to reporting to the appropriate 
committees of Congress in the near fu- 
ture. 


$ 


CONSOLIDATED RETURNS 


Finally, mention should be made of 
the administrative problems involved in 
consolidated returns. 

Under the wartime acts, the provi- 
sions respecting consolidated returns 
varied. For 1917 the Bureau, by regu- 
lations, required the filing of consoli- 
dated returns. In the 1918 Act specific 
statutory provision was fonde for con- 

8 Sec. 722. 
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solidated returns, with a view to pre- 
venting tax avoidance by holding com- 
panies agd other groups of corporations 
owned by the same interest, and with a 
view to avoiding injustices to taxpayers 
where the intercompany relations were 
such that the business was operated as 
one enterprise. 

The present excess profits tax permits 
affiliated groups of corporations to file 
consolidated returns under certain cir- 
cumstances. Unlike the 1917-1918 
laws, however, the filing of consolidated 
returns is optional and not mandatory. 
The administrative problems which will 
arise under this provision will depend 
in part on the extent to which taxpayers 
avail themselves of the privilege of filing 
consolidated returns. Such consolidated 
returns as *will be filed will doubtless 
present some difficulties. Intercorporate 
relationships have grown more complex 
in recent years. In the cdse of the 
average-earnings method, there will be 
the additional difficulty of handling loss 
years. 

The facts as they appear to date sug- 
gest that while the task of administering 
as complex a tax as the excess profits 
tax cannot be taken too lightly, its bur- 
densomeness should not be exaggerated. 
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The Federal Financial System and National Defense 


By Daniet T. SELKO 


OR the second time’in a generation 

our Federal financial system is 
called upon to support the burden of 
wartime financing. The general confu- 
sion and congestion of financial proc- 
esses following the first World War 
bring forcibly to mind the inadequacy 
of the Federal financial system as it was 
organized prior to 1921, and suggest 
that we make a careful appraisal of the 
present system. 

By comparison with the first World 
War period we are now much better 
able to cope with emergency problems. 
The financial system now eincludes an* 
executive budget organization as well as 
an agency for independent accounting 
control. Administrative methods within 
the departments have also undergone 
vast improvements and are subject to a 
substantial measure of central execu- 
tive supervision. Notwithstanding these 
changes, recent studies have shown that 
there is considerable opportunity for 
further improvement both as to organ- 
ization and operation. In view of the 
prospective volume of defense financing, 
and the new problems of budgetary con-- 
trol imposed by the defense program, it 
is important that we make the most of 
this opportunity. 

The financial system functions at 
three levels: (1) the level at which pol- 
icies are determined; (2) the level at 
which operations are conducted; and 
(3) the level at which controls are ex- 
ercised. At each level, the urgency and 
the magnitude of defense requirements 
present problems which are both new 
and pressing. In canvassing the possi- 
bilities for improvement, therefore, we 
should not confine our attention to the 
routine administrative functions, but 
should consider the determination of 


financial ‘policy as well as the means of 
exercising control. 


DEFENSE REQUIREMENTS AND 
FINANCIAL Poricy 


It is obvious from the financial legis- 
lation of the last session of Congress that 
defense plans have necessitated substan- 
tial modification of our financial policy. 
Additional appropriations leading to an 
estimated expenditure of six billions for 
defense purposes in the current fiscal 
year have made it necessary to raise the 
debt limit and to provide added rev- 
enues from taxes. Defense authoriza- 
tions of approximately seventeen billions 
in addition to existing appropriations 
suggest the possibility of further in- 
creases in tax rates and borrowing power 
unless material reduction can be made 
in the nonmilitary budget. 

On the other hand, expanded produc- 
tion to meet defense requirements puts 
a different complexion on the revenue 
problem. For the past several years, it 
has been the declared policy of the Ad- 
ministration to promote increased pur- 
chasing power by every public means 
available. If, as may reasonably be 
expected, the defense program will ma- 
terially increase our national income, 
existing tax rates should yield additional 
revenues while the tax base might he 
broadened substantially without fear of 
deflationary consequences. At the same 
time, industrial expansion and the re- 
employment of relief workers in private 
industry should permit substantial re- 
ductions in expenditures for recovery 
and relief. 

These possibilities call for (1) care- 
ful study of the means of curtailing non- 
military expenditures and (2) careful 
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watch over the effect of defense activi- 
ties on the economic system, and raise 
once again the question of implementing 
Congress for gystematic action on the 
budget. As this question hgs been dis- 
cussed elsewhere at considerable length, 
it is not necessary to discuss it in detail 
in thig article? The need for imple- 
mentation has arisen because (1) Con- 
gress deals separately with revenue and 
appropriation subjects and, in the case 
of the latter, by means of a series of sep- 
arate bills, and (2) the action in each 
house if based to a considerable degree 
on independent consideration. The full 
import of these statements lies in an 
understanding of legislative procedure 
with regard to financial matters. 


Legislative procedure ° 


Congress, of course, is the ultimate 
fund-raising and fund-granting author- 
ity, but, as in all matters of legislative 
business, it functions through commit- 
tees elected or appointed from its mem- 
bership. The principal financial com- 
mittees of Congress are five: (1) the 
House Committee on Ways and Means, 
which initiates and reports all bills for 
the raising of revenue; (2) the Senate 
Committee on Finance, to which revenue 
bills are referred for report before Sen- 
ate action; (3) the House Committee on 
Appropriations, which customarily pre- 
pares all regular appropriation bills; (4) 
the Senate Committee on Appropria- 
tions, to which appropriation bills are 
referred for reports; and (5) the Joint 
Committee on Internal Revenue Taxa- 
tion, which acts as an adjunct to the 
Ways,and Means and Finance commit- 
tees primarily in an investigative and 
advisory capacity with especial reference 
to internal revenue matters. These 
committees generally have from twenty 
to forty members, except for the Joint 


1 See Daniel T. Selko, The Federal Financial 
System (Washington: The Brookings Institu- 
tion, 1940), pp. 175-85. 
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Committee which has ten, of which five 
are members of the Committee on Ways 
and Means (three from the majority 
party and,two from the minority) and 
five are members of the Committee on 
Finance, similarly selected. All commit- 
tees are governed by the rules of their 
respective house of Congress and all are 
in control of the majority party. 

In recognition of the principle that 
the people should retain full control of 
the public purse, the Constitution re- 
quired that revenue bills should orig- 
inate in the House, and although a simi- 
lar provision regarding appropriation 
measures was defeated in the Constitu- 
tional Convention of 1787, the House 
has taken the initiative also in the prep- 
aration of appropriation bills. Gener- 
ally speaRing, then, all financial meas- 
ures originate in the House, with the 
Committee on Ways and Means or Ap- 
propriations. ‘They are introduced in 
the House by the committee chairman, 
referred back to the committee for its 
report, immediately reported by the 
chairman, considered by the House, and, 
if passed, transmitted to the Senate 
where they are referred to the appropri- 
ate Senate committee, and the same gen- 
eral procedure is repeated. When the 
bill passes the Senate, it is returned to 
the House with the Senate’s amend- 
ments. If these are considerable, a con- 
ference is called to resolve the differ- 
ences, and the conference report must 
be adopted by both houses before the 
bill is passed. 

It is true that as finance bills are 
drafted in committee they probably re- 
ceive more systematic consideration than 
many of the bills relating to substantive 
matters. In the case of internal revenue 
measures, moreover, the House and 
Senate committees enjoy the benefits of 
expert counsel through the permanent 
staff of the Joint Committee on Internal 
Revenue Taxation. But no such device 
as the Joint Committee exists for getting 
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co-operative action on appropriation 
bills, These continue to receive inde- 
pendent consideration by the twa houses, 
and as they are taken up in,each house 
seriatim, there is a separate conference 
for each bill. Thus financial legislation 
in general depends chiefly on compro- 
mise methods, and the budget is not 
considered as a whole even in conference. 


Dependence on executive leadership 


As Congress has never developed a 
suitable agency other than the Joint 
Committee on Internal Revenue Taxa- 
tion either for effecting co-operation be- 
tween the two houses or for formulating 
policy with respect to the budget as a 
whole, it depends heavily on the*execu- 
tive for leadership in financial matters. 
Notwithstanding the fact that bills con- 
taining financial legislation are drafted 
in committee, the executive branch of 
the Government has always formally 
participated in the formulation of finan- 
cial policy. Not only does the Presi- 
dent’s veto power extend to financial as 
well as legislative bills, but Congress has 
always required that the initial estimates 
of necessary expenditures as well as the 
initial proposals for raising needed reve- 
nues be prepared by executive officers. 

Prior to 1921 these estimates were 
transmitted by the Secretary of the 
Treasury. Under the Budget and Ac- 
counting Act of 1921, this initial formu- 
lation of financial policy is the Presi- 
dent's responsibility, with the help of 
the Bureau of the Budget. Although 
the executive budget system serves the 
executive branch admirably as an in- 
strument of intelligent management, it 
does not provide Congress with the con- 
tinuous detailed information required 
for the comprehensive treatment of 
budgetary problems. 


Proposals for implementing Congress 


Numerous proposals have been made 
for improving the efficiency of legis- 
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lative performance in regard to finance. 
The relative merits of these proposals 
have been widely discussed. With espe- 
cial regard to the neel for compre- 
hensive treatment of budget problems, it 
bas been suggested that a joint com- 
mittee on appropriations be established 
similar in organization to the Joint Com- 
mittee on Internal Revenue Taxation, 
and provided with a permanent profes- 
sional and technical staff? This seems 
to be the most practical suggestion in 
the present emergency as an aid to 
prompt and efficient legisletion on 
finance. It would stil not provide 
for congressional consideration of the 
budget as a whole, but arrangement 
could be made for co-operative study 
of broad matters of budget policy by 


*the permanent staffs of the two joint 


committees, and thus concerted action 
could be approximated. 

Such an agency could serve Congress 
in four important particulars: (1) It 
could supplement information which the 
appropriations committees derive from 
the President's budget and from testi- 
mony taken at appropriation hearings 
by (a) continuous study of decisions of 
the Comptroller-General, opinions of the 
Attorney-General, and administrative 
reports and records; (b) special investi- 
gations by its own staff, and, at its re- 
quest, by other Government agencies; 
and (c) consultation with the staff of 
the Budget Bureau. (2) It could study 
the language and structure of appropri- 
ation acts and recommend improvements 
for incorporation in future bills. (3) It 
could study the Government’s methods 


2A bil (S. 3715) to establish Such an 
agency was introduced in the 76th Congress 
by Senator James J. Davis of Pennsylvania. 
See also the concurrent resolution introduced 
in the opening week of the 77th Congress by 
Representative Allen T. Treadway of Massa- 
chusetts to establish a Joint Congressional 
Committee on Federal Finances (77th Cong., 
1st Sess, H. Con. Res. 6, introduced January 
8, 1941). 
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of conducting business and recommend 
improvements. (4) It could study leg- 
islative bills authorizing new appropria- 
tions and appwopriation increases and 
report to the Appropriations (Committee 
the effect of such authorizations on the 
Government's total budget. 


CONDUCT or FINANCIAL OPERATIONS 


In the conduct of financial operations, 
the impact of the defense program shows 
itself chiefly in the need for Treasury 
financing. In this regard, much knowl- 
edge has'been gained from the expe- 
riences of the last war, and provision 
has been made for effective and highly 
satisfactory 'co-operation between the 
Treasury and the private banking sys- 
tem. 


As the problems of tax administration ° 


are dealt with in another chapter of this 
volume, our attention at this point will 
be directed primarily toward the fiscal 
activities of the Treasury Department. 
Money which the Government spends 
must first be collected from the public. 
Collections are deposited to the credit 
of the Treasury through a nationwide 
system of depositary banks. These 
banks are designated by the Division of 
Deposits in the Fiscal Service, and the 
Treasury’s deposits in each bank are 
maintained at the level required by 
government business in its locality. 
Funds for expenditure are made avail- 
able to the various spending agencies of 
the Government according to the terms 
of appropriation or other authorizing 
acts of Congress. These appropriations 
are ordinarily made to a department or 
indepegdent establishment as a whole 
and specify in greater or lesser detail the 
objects for which money may be spent. 
Administrative officers in charge of these 
agencies allot appropriations to their ad- 
ministrative subdivisions and authorize 
the officers in charge of these subdivi- 
sions to incur obligations for specified 
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purposes within the limit of their allot- 
ments. Thus the authority to incur ob- 
ligations and make expenditures is 
trgnsmittedeto the numerous local repre- 
sentatives of the Government's admin- 
istrative establishments. But while these 
administrative officers have authority to 
make expenditures, they have no actual 
cash to disburse. Cash for disbursement 
is made available locally through the de- 
positary banks which have already been 
mentioned, and disbursements are made 
by checks on the Treasurer of the 
United States drawn by bonded disburs- 
ing officers. 


Treasury financing 


The principal agencies concerned with 
the raising of funds are located in the 
Treasury Department. These are: (1) 
the Bureau of Customs, charged with 
collecting the customs revenue, immigra- 
tion tax, and navigation charges; (2) 
the Bureau of Internal Revenue, which 
collects the various internal revenue 
taxes; (3) the office of the Treasurer of 
the United States, where all the Gov- 
ernment's receipts and disbursements 
are ultimately supposed to clear; (4) 
the Bureau of the Public Debt, which 
conducts all transactions involving the 
public debt and currency issues of the 
United States; and (5) the Bureau of 
Accounts (comprising the Division of 
Bookkeeping and Warrants, Division of 
Disbursement, Division of Deposits, and 
Section of Surety Bonds), which has 
general supervision over the disbursing 
and depositary systems and over all ac- 
count keeping in the Treasury Depart- 
ment. 

All the foregoing Treasury offices, ex- 
cept the revenue-collecting agencies, 
were consolidated by the President's Re- 
organization Plan No. III, dated April 
2, 1940, to form the Fiscal Service of 
the Treasury Department. This new 
Service is to be headed by the Fiscal 
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Assistant Secretary.* In addition to su- 
pervising the functions just mentioned, 
the Fiscal Assistant Secretary i$ charged 
with the administration of ail borrowing 
and investment operations of the United 
States Treasury.* 

Daily reports are received at the 
Treasury from all parts of the deposi- 
tary system and as government balances 
are drawn down, or as unusual expendi- 
tures are anticipated, arrangements are 
made in Washington for any borrowing 
operations which may be necessary. 
Treasury borrowings fall into three main 
classes: (1) major public debt offerings, 
including treasury bonds and notes, and 
long-term obligations of government cor- 
porations and credit agencies; (2) 


weekly offerings of treasury bills; and , 


(3) continuing sales of United States 
savings bonds. 

The Treasury Department conducts 
its major borrowings at the quarterly 
dates for collection of the income tax. 
This has the effect of (1) leaving the 
rest of the year free for private financ- 
ing, and (2) preventing the immediate 
depletion of local bank balances, due to 


the fact that tax payments give the Gov- 


ernment sufficient immediate credits so 
that withdrawal of credits from borrow- 
ing can be postponed until they are 
needed. 

The Treasury makes offerings of 
treasury bills approximately every week 
throughout the year, some to replace 
maturing issues and some in anticipation 
of income. ‘These bills were formerly is- 
sued for terms as long as 273 days, but 
present practice is to mature all bills in 
91 days. In recent years, the interest 
rates on the bids for treasury bills have 
invariably been less than 1 per cent, and 
occasionally bids are received offering to 


3 Office now vacant. 

4Pending the appointment of a Fiscal As- 
sistant Secretary the functions of this office 
are being performed by the Under-Secretary. 
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purchase treasury bills at the full re- 
demption price or more. Approximately 
$100,000,000 in treasury bills is bor- 
rowed each week. e 

Savingsebonds, primarily intended for 
the service of small investors, are sold 
on a discount basis with a 10-year ma- 
turity, but are redeemable before ma- 
turity, at the option of owners, at fixed 
redemption values. They are sold over 
the counter at post offices, and through 
the Treasurer of the United States and 
the Federal Reserve banks. The first 
$500,000,000 National Defense Series 
of 5-year treasury notes, announced De- 
cember 11, 1940, falls into the first class, 
as will other major defense borrowings. 


Estimates of cash requirements 


Routine cash requirements are rela- 
tively easy to estimate on the basis of 
past experience. Estimates of these re- 
quirements are regularly made at the 
beginning of eách year and an effort is 
made to determine the amount the 
Treasury will have to borrow. Less 
readily predictable are future require- 
ments for defense, for relief, and for the 
lending activities of the various govern- 
ment credit agencies. "The anticipated 
volume of these requirements will be 
estimated, and estimates will be revised 
on the basis of discussions carried on by 
Treasury Department officers and the 
various agencies concerned, including 
the Board of Governors of the Federal 
Reserve System and the Advisory Com- 
mission to the Council of National De- 
fense. 

At the beginning of the first World 
War, the Government's unprecedented 
need for borrowed funds was a threat to 
the entire private banking system. “Dur- 
ing the years which followed, however, 
the Government's borrowing operations 
have been managed to the mutual ad- 
vantage of the Government and the 
banks. New offerings are announced in 
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advance through the Federal Reserve 
banks, which notify banking institutions 
in their districts and receive subscrip- 
tion offers within a subscription period 
fixed by the Treasury. After subscrip- 
tions have closed, the Treasury notifies 
the Federal Reserve banks of the basis 
on which to allot securities to subscrib- 
ers. A bank which has been designated 
as a special depositary may effect the 
purchase of its subscriptions by, credit- 
ing its government loan account in favor 
of the Federal Reserve bank of its dis- 
trict as fiscal agent of the United States. 
Withdrawals are made by the Treasury 
from time to time as required, and small 
banks are permitted to participate in 
government issues at subscription prices 
without draining themselves of cash. 

Although all treasury bonds and notes 
in recent years have been issued on, or 
within a few days of, the fifteenth of 
March, June, September, and Decem- 
ber, the obligations of government cor- 
porations have not always been timed to 
fall upon these dates. To prevent large 
corporate offerings from disturbing the 
general credit situation, the 'Treasury 
has kept the borrowing operations of 
government corporations in line with 
those of the rest of the Government (1) 
by acting as their fiscal agent, (2) by 
purchase of their offerings, and (3) by 
soliciting their co-operation. 

This borrowing mechanism has been 
fully tested in recent years and has dem- 
onstrated its ability to function without 
detriment to the private banking system. 
From the technical standpoint, there- 
fore, there would seem to be no reason 
for its failure to meet the requirements 
of defense borrowings. 


Possible improvement of routine proce- 
dures 


Various proposals have been made for 
improving routine treasury procedures, 
especially in regard to centralized dis- 
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bursing and 'Treasury Department ac- 
counting. Although these proposals are 
aimed ig general at enabling the system 
to function more smoothly, they have 
no special reference to defense require- 
ments. But delays in defense prepara- 
tions are less likely to occur in the rais- 
ing and spending of money than they 
are in connection with the co-ordination 
of supply schedules. It is for this rea- 
son that the Council of National De- 
fense, created by act of August 29, 1916, 
was re-established with an Advisory 
Commission and with staffs of specialists 
responsible for investigation, research, 
and co-ordination in the several fields 
of productive activity essential to the 
progress of the defense program. Fur- 
ther to expedite the co-ordination of 
productive effort, the President, by Ex- 
ecutive Order dated January 7, 1941, 
established the Office of Production 
Management. 

Administrative “red tape" is likely to 
be blamed for delays in this as in other 
emergencies. It is diíficult, however, to 
identify the “bottlenecks” in a series of 
operations before they actually develop. 
Thus it is doubtful whether or not ad- 
ministrative routines can be greatly sim- 
plified in anticipation of emergency re- 
quirements. On the other hand, as 
production schedules are co-ordinated 
and the supply side of the program pro- 
gresses, means will doubtless be found 
and suggestions brought forward for im- 
proving and simplifying the routine 
financial procedures. In this connection 
it should be noted that the War and 
Navy Departments, unlike most of the 
rest of the Government, do nearly all 
their own contracting and disbursing. 
As the great bulk of all defense expendi- 
tures will be made through these two 
departments, virtually all the routine 
financial procedures in connection with 
defense purchasing will be subject to 
the co-ordinating influence of the De- 
fense Commission. 
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CONTROL OVER DEFENSE FINANCING 


Control of the Federal finangial sys- 
tem involves the exercise of {wo distinct 
types of control functions. One is direc- 
tional, aimed at attaining defined objec- 
tives or accomplishing specified results. 
The other is restrictive, designed to pre- 
vent the harmful results of unauthorized 
or improperly directed financial activity. 

The first type, directional control, is 
provided in our existing organization 
through an agency of the Chief Execu- 
tive, provided with such powers and 
equipped with such facilities as will en- 
able the Executive to exercise man- 
agerial supervision over his entire budg- 
etary and administrative program. "The 
second type, restrictive control, is pro- 
vided through an agency of Congress 
which is largely independent of the ex- 
ecutive agencies and strongly equipped 
for proprietary supervision of the pub- 
lic’s funds. 

As the nature of these functions sug- 
gests, there are two principal agencies of 
centralized control in the Federal finan- 
cial system: (1) the Bureau of the 
Budget, and (2) the General Account- 
ing Office. The Bureau of the Budget 
is the President’s agency for the initial 
formulation and final execution of the 
Government's financial program. It 
functions through a Director under the 
direct supervision of the President, and 
‘provides the Chief Executive with a 
single agency through which all budg- 
etary operations of the executive depart- 
ments and independent establishments 
may be centrally managed. 

'The General Accounting Office, headed 
by the Comptroller-General, is the 
Government's agency for the audit and 
control of all financial transactions. 
Although the Comptroller-General is ap- 
pointed by the President with the advice 
and consent of the Senate, he serves for 
a fixed term of fifteen years, is not el- 
igible for reappointment, and may not 


THE ANNALS OF THE AMERICAN ACADEMY 


be removed except by joint>resolution 
of Congress or by impeachment. 'Thus 
the General Accounting Office is in a 
large measure independent of the ex- 
ecutive branch and acts primarily as 
the agent of Congress to protect the 
Government from administrative mis- 
use of funds. 


Improvement in budgetary management 


From the standpoint of the President, 
budgetary management involves: (1) 
central supervision and generaledirection 
of administrative programs; (2) review 
of all contemplated administrative ac- 
tion, legislation, executive orders, etc., 
which may aífect the budgetary pro- 
gram; and (3) co-ordination of matters 
of business routine. It is evident that 
the President could not properly dis- 
charge these managerial responsibilities 
without accurate knowledge of the ad- 
ministrative activities coming under his 
supervision. ‘The emergency character 
of the defense program has increased 
his needs for such knowledge a hundred- 
fold. 

Through the recent reorganization 
and expansion of the Budget Bureau, 
vast improvement has been made both 
in the means of obtaining information 
and in the character of the information 
obtained. In regard to current statis- 
tics, however, the situation is needlessly 
confused. Since 1933 the various ex- 
ecutive departments and independent 
establishments have been required to 
submit monthly budget reports to the 
Division of Bookkeeping and Warrants 
where information relating to the,obliga- 
tion of appropriations 1s entered in the 
books of the Treasury Department be- 
fore the reports are forwarded to the 
Bureau of the Budget. It has been sug- 
gested repeatedly that full control over 
these reports should be transferred to 
the Bureau of the Budget, but no steps 
have been taken in that direction. On 
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the contrary, the confusion of the exist- 
ing situation has been intensified by the 
Executive Order of August 13, 1940, 
which directs the Secretary of the Treas- 
ury to establish and maintain such ac- 
counting records as are necessary $0 
co-ordinate and to integrate reported 
financial data from the various executive 
agencies with the financial data of the 
Treasury Department, and requires that 
the Treasury’s records “shall be op- 
erated on the double-entry principle of 
bookkeeping as a summary but complete 
system of central accounts for the en- 
tire government." ‘The Director of the 
Budget and the President are to be in- 
formed by reports prepared and trans- 
mitted by the Secretary of the Treasury. 

This central accounting system will 


not only duplicate in large part informa-* 


tion already maintained in departmental 
accounting systems, but will intensify 
the Budget Bureau's problem of obtain- 
ing current budgetary statistics. More- 
over, the requirement that the Treasury 
Department prescribe accounting termi- 
nology, classification, principles, and 
standards is in direct conflict with the 
duty imposed on the Comptroller-Gen- 
eral by the Budget and Accounting Act 
of 1921. As the system of budgetary 
management is capable of ready im- 
provement by giving the Budget Bureau 
full control of current budgetary statis- 
tics, it is difficult to justify the conflicts 
of authority and duplication of effort, 
which are inevitable under existing con- 
ditions. 


Improvement in proprietary control 


Mention has been made repeatedly, in 
the reports of the Comptroller-General 
and. elsewhere, of the need for perfecting 
the system of accounting control. From 
the viewpoint of the present emergency, 
the chief defect of the accounting system 
is the lack of adequate control over the 
Treasurer of the United States. Cor- 
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rection of this defect is relatively simple. 
It is chiefly a matter of making the 
Treasurer accountable for (1) deposits 
in the treasury to the credit of the vari- 
ous government corporations and credit 
agencies which are disbursed on order 
of these agencies, and (2) the so-called 
special deposits of certain government 
officers which are disbursed on order of 
these officers. 

As the Treasurer’s accounts current 
reflect only deposits covered into the 
Treasury and moneys issued on warrant, 
he makes no accounting with the Gen- 
eral Accounting Office for transactions 
involving these special deposits. Unless 
all receipts and issues of the Treasury 
are duly acknowledged, however, it is 
impossible to make an independent de- 
termination of the amount of cash for 
which the Treasurer is responsible. 'To 
fulfill the basic requirements for control 
of these deposits, it is only fecessary to 
require all corporations and credit agen- 
cies depositing money in account with 
the Treasurer to transmit schedules of 
their deposits in the usual way to the 
General Accounting Office, and to re- 
quire the Treasurer's accounts current 
to include an accounting for all such 
deposits. If no practical method can 
be devised for bringing corporation de- 
posits under substantially the same con- 
trol which applies to deposits by ac- 
countable officers, such deposits should 
not be accepted for credit in the Treas- 
urer's account. 


Special problems in the public debt 


Special problems are presented in re- 
gard to the control of transactions in- 
volving the public debt and investment 
accounts of the Government. Although 
these transactions are not reflected in 
the ordinary receipts and expenditures 
of the Government, they are an equally 
important type of cash operation and 
should be brought under a suitable form 
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of independent control. As no method 
has yet been prescribed for keeping a 
current check over the printing, issuing, 
or sale of public-debt securiges, and as 
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public-debt expenditures follow an en- suggested. , 
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tirely irregular procedure at the present 
time, the situation with respect to these 
operations appears to require special 
study before suitable methods can be 


Our Mounting Governmental Debt 
By WILLIAM WITHERS 


AR taxation gathers force slowly, 
despite the necessity to secure 
funds immediately in such critical emer- 
gencies. In the period from April 5, 
1917, to June 30, 1919, only 22 per cent 
of Federal expenditures were met by 
war taxes. It is commonly agreed that 
wars cannot be financed through taxes 
alone. Granted that public debt must 
be resorted to in order to finance wars, 
however, the extent to which debts 
should be employed for such purposes 
is by no means certain. Nor is it cer- 
tain in what degree it will be possible to 
finance the next war through this means, 
in view of the size, composition, and 
distribution of the present Federal debt. 
The extensive use of public debt dur- 
ing the recent depréssion may have ab- 
sorbed the emergency borrowing power 
of the Federal Government to such an 
extent that little remains for war pur- 
poses. As early as November 1939, it 
was prophesied * that the United States 
would be in a “precarious position" if 
it entered another war because of the 
high debt and the exhaustion of tax 
resources for peacetime purposes. Such 
opinions deserve serious consideration. 
Obviously, the history of recent changes 
in American public debt should now be 
examined to ascertain the economic bur- 
den involved in the debt and to estimate 
the extent to which new debt may be 
incurred for war purposes. 


POSTWAR CHANGES IN THE 
* PuBLIC DEBT 


Extraordinary increases in national 
debts have had two basic causes: wars 
and depressions. During war periods, 
acceleration in the rate of increase of 

1 Roswell Magill, Commercial and Financial 


Chronicle, 149 (November 18, 1939), pp. 3, 
196. 
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total debt is very great. The United 
States’ national debt increased sharply 
during the last war. In spite of phe- 
nomenal debt retirements in the United 
States after 1921, the national debt in 
1929 was still 1,470 per cent above that 
of 1914. In France, the upward change 
during the same period was 1,220 per 
cent; in the United Kingdom, 1,160 per 
cent; in Italy, 550 per cent; and in 
Japan, 210 per cent.” 

Owing to the policy of deficit financ- 
ing, there was also great acceleration in 
the rate of growth of national debt in 
the United States in the depression pe- 
riod after. 1929. The gross national 
debt began to increase in the latter half 
of 1930, and has continued upward 
without interruption. In tlf six fiscal 
years 1931-1936, the volume of the 
debt was doubled. By 1934, all the re- 
duction achieved up to 1929 through 
postwar debt retirement had been re- 
placed by the new debt. Retardation 
in the rate of growth was apparent after 
1936, but the gross total had risen to 
$44,059,592,000 in the autumn of 1940.5 

Municipal debt, on the other hand, 
did not follow the pattern of the Fed- 
eral debt during either war or depression 
years. The gross local debt actually 
declined between 1932 and 1936.* State 
debts tend to grow very slowly during 
depression periods; the gross state debt 

2 League of Nations, Memorandum on Pub- 
lic Finance; United States, Annual Reports of 
the Treasury; United Kingdom, Finance Ac- 
counts; France, Annuaire Statistique (1913- 
1930). 

3 United States Treasury, Annual Report, 
1939; Daily Statement of the United States 
Treasury, October 24, 1940. 

4 Mabel Newcomer, “Analysis of American 
Public Debts,” American Economic Review, 
Supplement, X XVII, No. 1 (March 1937), 


pp. 50-52. Local debt is, of course, restricted 
more than Federal debt by legal limitations. 
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rose 94.2 per cent from 1923 to 1930, 
but only 34.2 per cent from 1930 to 
1937.5 The amount of state and local 
debt is determined in the majn by long- 
run trends in the growth of state and 
local government functions. In periods 
of emergency, the superior credit status 
of the National Government is relied 
upon to compensate for declining local 
tax receipts, and Federal debt growth 
to some extent replaces growth of mu- 
nicipal and private debts.* 


Tue PuBLIC DEBT IN FOREIGN 
COUNTRIES 


An analysis of the change in internal 
debt between 1930 and 1935 in a num- 
ber of foreign nations indicates changes 
similar to those in the United States, 
although not of such pronounced char- 
acter.’ The depression of 1929 marked 
the first large-scale debt increase on the 
part of leading countries in order to al- 
leviate a depression, and brought the 
level of gross total governmental debt 
to an unprecedented peak.’ 

Gross total debt figures, however, un- 
duly emphasize the extent of the in- 
crease. If we compare the increases of 
gross and of net debt in depression 


5 Edna Trull, Resources and Debt of the 48 
States (New York: Dun and Bradstreet, 
1937), p. 3. 

6 President Roosevelt has even asserted that 
the total debt was lower in 1940 than would 
have been the case if municipal and private 
debt had experienced normal growth. Cf. 
Commercial and Financial Chronicle, 150 
(February 10, 1940), p. 918. See also, Paul 
Studenski, “The Limits to Possible Debt Bur- 
dens,” American Economic Review, Supple- 
ment, XXVII, No. 1 (March 1937), p. 73. 

7 Tax Systems of the World (7th ed.; Chi- 
cago, 1938), p. 388, table prepared by Paul 
Studenski, *Growth of National Debt and 
Debt Changes of Certain Countries During 
the Period 1913-1935.” 

8 Paul W. Stewart and Rufus S. Tucker, 
The National Debt and Government Credit 
(New York: Twentieth Century Fund, 1937), 


pp. 6-7. 
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years, we find a tendency toward di- 
vergence. For example, in 1917, the 
gross total public debt was $33,021,- 
000,000 and the net tojal public debt 
was $28,996,000,000. In 1936, the fig- 
ures were $54,360,000,000 and $40,- 
344,000,000, increases of 64 and 40 per 
cent respectively.° In 1940, the gross 
total public debt probably exceeded 
$65,000,000,000. The increase in gross 
over net debt is to be explained largely 
by deficit financing and by government 
investment in semipublic corporations. 
In 1933, owing to the larger volume of 
expenditures and to the problems in- 
volved in deficit financing, it became 
the policy of the Federal Government 
to maintain a large cash balance,'? the 
existence of which contributes to the 


* difference between the gross and net 


debts. 

Even a cursory survey of the changes 
in governmental debt since the first 
World War would be incomplete with- 
out consideration of the outstanding 
debt retirement which took place in the 
United States after the War. Between 
August 1919 and July 1920, a $500, 
000,000 postwar cash balance and a 
$560,000,000 surplus were employed in 
the United States to begin what later 
proved to be an extraordinary retire- 
ment of floating debt. After 1920, sink- 
ing-fund appropriations and annual sur- 
pluses were the main sources of debt 
retirement funds. From the peak of 


9 Newcomer, of. cit. pp. 50-52. The net 
debt is derived by deducting cash balances, 
security investments, and real estate held 
from the gross debt total. A very small net 
Federal debt may be secured if the war debts 
owed to the United States are also fleducted, 
but this is probably unwarranted since they 
are, for the most part, permanently “frozen” 
assets. 

19 National Industrial Conference Board, 
Cost of Government in the United States, 
1934-1936, p. 88. 

11 Ibid., p. 9. The sinking fund had ac- 
counted for $4,368,000,000 of this reduction. 
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$25,928,000,000 of gross Federal debt 
in 1919, the total was reduced by $9,- 
789,000,000 ten years later. In only 
the United Kipgdom, among the other 
large nations, was any ,retirement 
achieved in this period, and there it 
was relatively small. 

The reduction in the United States 
had occurred at the rate of $850,000,- 
000 a year, and the Liberty bonds were 
completely retired in 1936. Under the 
Victory Liberty Loan Act of 1919, a 
cumulative sinking fund was estab- 
lished for the retirement of the Liberty 
bond issues. An amount was annually 
appropriated, consisting of (a) 244 per 
cent of the amount of the Liberty bonds 
outstanding on July 1, 1920, less the 
par amount of obligations of foreign 
governments held by the United States 
on July 1, 1920 ($253,404,864.87), and 
(b) the interest that would have been 
payable during the fiscal year for which 
the appropriation was made on the 
bonds and notes purchased or redeemed 
or paid during the year or in previous 
years. The fund increased as interest 
of paid bonds was added to the original 
amount of the fund.” 

In 1932-1933, the Emergency Relief 
and Construction Act and the National 
Industrial Recovery Act provided for 
an increase in the sinking fund, to be 
effective in 1934, through additions of 
215 per cent of the expenditures under 
Title JII of the former and Title IT of 
the latter acts? As a result, the 
amount of the sinking fund became 
more variable. For example, it was 
$439,000,000 in 1934, $723,000,000 in 
1937, and $578,000,000 in 1938. 


FEDERAL, STATE, AND LOCAL DEBT 


Our ability to continue deficit financ- 
ing is dependent upon the burden of the 
12 United States Treasury, Annual Report, 


1919, p. 85. 
18 Ibid., 1933, p. 12. 
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existing public debt in the United 
States. A variety of methods are em- 
ployed to measure the burden of public 
debts, among them per capita debt, debt 
proportions to income, debt deflated for 
price changes, the burden of interest 
payments per capita, the maturities of 
the debt, and finally, the proportion of 
public debt to public assets. The last- 
named method, frequently utilized in 
private enterprise, has been emphasized 
only recently in connection with public 
debts, because of the growing impor- 
tance of durable public expenditures 
and public works. 

These different measures reflect vari- 
ous assumptions as to the general char- 
acter of the debt burden. Falling prices 
increase the burden, and increasing in- 
comes and increasing population de- 
crease it. Debt incurred for productive 
purposes is not as burdensome as the 
dead-weight debt created for*destructive 
war expenditures. 

Debt burden, however, is essentially 
related to the stage of economic history 
in which a nation finds itself, and arises 
from the effects of the debt upon eco- 
nomic relationships rather than from its 
absolute amount. It is probably futile 
to attempt to estimate in concrete terms 
the general economic weight of public 
borrowing. In the United States an 
economy has emerged in which invest- 
ment stagnation appears to be chronic, 
in which government is participating ex- 
tensively in meeting public welfare 
needs, and yet in which there is a mini- 
mum of government ownership. In 
such an economy, the public debt is the 
device by which much-needed additions 
to purchasing power are created. In- 
evitably, debt has a dynamic role to 
play, affecting saving, investment, pro- 
duction, the distribution of wealth, the 
monetary system, and business con- 


14 Cf. William Withers, Retirement of Na- 
tional Debts (New York, 1932), Chap. 10. 
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fidence. The burden must be judged 
primarily in the light of its effect upon 
the level of private economic activity, 
upon the changes in the price level, and 
upon the appropriateness of the substi- 
tutions of public for private enterprise 
which it promotes. 

From a static point of view, debt may 
be regarded as the counterpart of ex- 
penditures which drain rather than in- 
crease private incomes. It may also be 
regarded as creating additions to the 
purchasing medium which cannot be in- 
creased beyond a certain point without 
inevitably leading to inflation, just as 
more moisture in the air beyond the 
saturation point inevitably results in 
rain. By this reasoning, governmental 
debt is believed to have already reached 
critical proportions, so that to go fur- 
ther will bring us to the threshold of 
fiscal crisis. The committee sponsoring 
the Twentieth Century Fund study of 
the national debt asserted in 1937 that 
“nothing except dire emergency should 
be allowed to interfere with the actual 
balancing of the budget in the fiscal 
year 1938,” 15 

On the other hand, some authorities 
do not believe that recent unbalanced 
budgets are creating insuperable prob- 
lems of monetary and banking control.!9 
Because of these basic differences in ap- 
proach, there are two poles of opinion 
regarding the present burden of govern- 
mental debt, based respectively on 
equilibrium value theory and on dy- 
namic monetary theory. Examination 
of debt statistics from these two points 
of view naturally leads to different con- 
clusions. In the absence of a consensus, 


15 Stewart and Tucker, op. cit., p. 153. 

16 M, S. Eccles, “Controlling Booms and 
Depressions,” in A. D. Gayer (Ed.), The Les- 
sons of Monetary Experience (New York: 
Farrar & Rinehart, 1937), pp. 13-14. It is 
true that Eccles is concerned over the recent 
increase in excess reserves, but he has not 
taken the position that the credit situation is 
already beyond all possibility of control. 
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it is useful to analyze the debt burden 
on each of the two bases. 


Is THE Limit or DEBT BURDEN NEAR? 


-The thesis that the debt burden has 
already neared a maximum is ap- 
proached from a consideration of gov- 
ernmental debt as credit. It is based 
on the static assumption that the size 
of the,debt and the relation that it 
bears to private credit may destroy con- 
fidence in the marketability of Federal 
securities. The credit of the* Federal 
Government appears to have been sound 
during recent years. Heavy oversub- 
scriptions to the government debt have 
occurred at low rates of interest and ex- 
tensive conversion operations occurred 
after 1933, with great reduction in in- 
terest charges. It may still be argued, 
however, that there are “potential weak- 
nesses” arising from the fact that most 
of the debt has been purchased by banks 
unbacked by “genuine” investment de- 
mand and saving, and from the fact that 
the marketability of Federal debt has 
been largely aided by the general down- 
ward trend of interest rates. ‘The de- 
cline in private enterprise and the influx 
of foreign gold also aided materially by 
increasing the credit available for gov- 
ernment loans,*’ 

In spite of present easy credit condi- 
tions, this school of thought believes 
that the debt threatens inflation. Par- 
allels are seen in the French inflation 
of 1926, growing out of continued defi- 
cits and direct borrowing from banks 
rather than from the public. Large ex- 
cess reserves have been accumulated for 
use in such an inflationary boom as 
would be induced by a national- war 
emergency. In the event of an emer- 
gency, the excess credit would come rap- 
idly into circulation and would induce 


17 Stewart and Tucker, of. cit, pp. 109- 
116, 122. “Artificially low interest rates pave 
the way for inflation.” 


Our MouNTING GOVERNMENTAL DEBT 


an upward trend in prices. Restrictive 
and controlling measures on the part 
of the Government to prevent inflation 
through increasing margin and reserve 
requirements are obstructed by con- 
tinual deficits which require an easy 
market to finance them. 

The time at which these potential 
dangers become actualities is uncertain. 
To many, the dangers are now at hand. 
From this standpoint, the burden is 
more than potential. It is said that the 
fear of inflation from growing indebted- 
ness destroys business confidence. It 
restricts investment and is in large 
measure responsible for the failure of 
private enterprise to expand. It is be- 
lieved that eventualy government de- 


mands for loans will absorb the scarce. 


supply of investment capital, with the 
result that interest rates will rise and 
business activity , will be restricted. 
Business wil be starved for want of 
capital.*® 

Those arguing from this point of view 
are inclined to succumb to the fallacy 
that the payment of interest on the debt 
constitutes a real reduction in income 
and reduces tax capacity? On the con- 
trary, it really amounts to a redistri- 
bution of income without net social 
loss, unless those governmental agencies 
which receive the funds squander them. 
A real burden which reduces tax capac- 
ity would be involved only if the debts 
were foreign rather than domestic, or 
if income and production conditions 
were adversely affected. 

Associated with the view that debt 
service constitutes a net fiscal loss are 
attempts to measure debt by relating it 
to wealth and income. Examples of 

18 H. Parker Willis and John M. Chapman, 
The Banking Situation (New York: Columbia 
University Press, 1934), pp. 858-859. 

19 Witness the statement, “Debt charges re- 
duce the amount of tax receipts available for 


other governmental purposes," in Stewart and 
Tucker, op. cit., p. 122. 
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this type of measurement are plentiful. 
Federal debt was .6 of 1 per cent of 
the national wealth in 1913, and had 
igcreased to 11.2 per cent of national 
wealth in 1936. Total governmental 
debt amounted to 15.6 per cent of the 
national wealth. In 1913, national debt 
was $25 per capita; in 1936, it was $261 
per capita. In 1912, total per capita 
net debts had reached $394. All of the 
latter figures can be reduced by about 
one-third when the decreased value of 
the dollar is taken into account.? Even 
these data, however, reveal a total pub- 
lic debt far below that of both France 
and the United Kingdom in 1936, where 
the corresponding proportions were re- 
spectively 41.0 and 47.6 per cent of 
national wealth.** 


Is TRE Limir oF DEBT BURDEN 
REMOTE? 


There are many reasons to suppose 
that public debt serves at the present 
time to stimulate the economic system 
rather than to weigh upon it. From a 
statistical standpoint, it may be con- 
vincingly demonstrated that debt is not 
burdensome on the present level. If 
comparisons of debt and wealth are in- 
dicative of debt burden, American debt 
constitutes a much smaller percentage 
of national wealth than the debt of the 
United Kingdom. Of far greater sig- 
nificance, however, is the fact that little 
difficulty has been encountered in re- 
funding the American national debt. 
Interest rates on loans originating in 
Liberty bonds were reduced from 414 
per cent to 244 per cent. The first and 
fourth Liberty Loans were completely 
and easily converted by 1936. Com- 
puted interest rates on Federal bonds 
fell steadily until 1938, when a slight 
rise occurred for the first time in many 
years. The rate was 3.81 per cent in 


20 Stewart and Tucker, op. cit., pp. 65-73. 
21 Stewart and Tucker, op. cit., p. 99. 
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1930 and 2.60 per cent in 1939. Be- 
cause of declining interest rates, the net 
increase in national debt of twenty bil- 
lions from 1932 to 1939 did not resylt 
in corresponding increases in debt serv- 
ice.?? 

The new debt of the depression pe- 
riod was offset by assets which pre- 
sumably lessened its weight. The pro- 
prietary interest of the United States 
Government in the assets of góvernment 
corporations and credit agencies approx- 
imated $3,862,000,000 in 1937, and 
added to this was the two billion dollar 
stabilization fund created in connection 
with the devaluation of the dollar.? In 
addition to these offsets, the Federal 
Government spent approximately $4,- 
000,000,000 between 1933 and 1937 on 
public works which have valte over an 
extended period and are in no sense 
comparable to the war expenditures of 
the “dead-weight” debt, which added 
little to the national income and re- 
sulted mainly in the destruction of nat- 
ural resources. 

On the opposite side of the ledger, 
however; is placed the larger contingent 
debt which arose from the creation of 
special depression agencies.?* On June 
30, 1939, these liabilities were estimated 
at $5,469,592,000, consisting of Recon- 
struction Finance Corporation, United 
States Housing Authority, and Home 


22 It amounted to $1,037,000,000 in 1939; in 
other words, as the volume of national debt 
doubled, the debt service remained virtually 
the same. Removal of the tax exemption fea- 
ture, as advocated by Secretary Morgenthau, 
would increase still further the ability of the 
Federal Government to meet the interest 
charges on the debt by removing an impor- 


tant tax loophole. Cf. The New York Times, - 


November 8, 1940. 
23 Stewart and Tucker, op. cit. pp. 63-64. 
24 Cf. Lewis H. Kimmel, “The Contingent 
Debt of the Federal Debt," National Indus- 
trial Conference Board Bulletin, 8 (November 
1934), pp. 81-83. Also cf. United States 
Treasury, Annual Report, 1939. 


THE ANNALS OF THE AMERICAN ACADEMY 


Owners Loan Corporation bonds.?5 The 
contingent debt thus roughly offsets the 
assets referred to above, unless one 
takes the position that hese assets are 
being effecjively realized now, while the 
cbntingent debt has not constituted a 
liability yet, and may not do so. More- 
over, the contingent debt, itself, may 
be regarded as reflecting various assets 
which may offset the Government's lia- 
bility for the debt. 


CHANGED COMPOSITION OF THE DEBT 


An additional factor which léssens the 
burden of the Federal debt is its 
changed composition. Through the re- 
funding operations undertaken since 
1933, not only has the interest rate of 
the Federal debt been reduced, but the 


° maturities have been lengthened. Such 


a change inevitably strengthens govern- 
ment credit. In 1938, out of the total 
gross Federal debt of $37,167,000,000, 
about one-third was in treasury notes, 
certificates of indebtedness, and treas- 
ury bills. In 1939, the total short- 
term debt had been reduced to one-fifth 
of the gross total Federal debt.?9 It 
is evident that those who wish to min- 
imize the present debt burden may cite 
comparisons with the British debt, sta- 
bilized debt service, the assets offsetting 
the Federal debt, and declining interest 
rates. 

Apart from statistical evidence, a 
convincing theoretical case may be 
made for the contention that the present 
debt burden is not excessive. There is 
no doubt that the American economy is 
afflicted with oversaving and underin- 
vestment; that deficit financing is to 
some degree a needed stimulus during 
business depressions and alleviates wide- 
spread destitution. One may agree with 


25 United States Treasury, Annual Report, 
1939. 

28 United States Treasury, Annual Report, 
1933, 1939. 
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Eccles that “the budget should not be 
balanced and the debt retired at the ex- 
pense of those who are jobless and still 
im want.” °7 Net only is it humane to 
unbalance budgets during depressions; 
it will not lead to inflation. At such 
times, when employment falls below the 
maximum, there is little likelihood of 
inflation, since public purchasing power 
resulting from deficit financing is offset 
by lack of private employment, jnvest- 
ment, and purchasing power. 

In so far as the public debt serves ef- 
fectively to increase purchasing media 
at a time when the velocity of circula- 
tion is declining, it is not inflationary in 
effect. The large areas of rigidity in the 
price structure also prevent price rises 
through the mere increase of purchasing 
media. Those who administer and con- 
trol prices will be chiefly responsible for 
any price increase which may occur. 
Since large corporations with rigid price 
structures have much to lose from infla- 
tion, they will hesitate to bring it about 
by fundamental changes in their price 
policies. The era when prices rose from 
an increased money supply, which al- 
tered free market-price relations, has 
passed so far as a large part of our econ- 
omy is concerned. 


BURDEN ON FUTURE GENERATIONS 


But what of the postdepression pe- 
riod when “the future generation is sad- 
dled” with a huge depression debt? 
Does this debt not prove a serious eco- 
nomic handicap after the initial eco- 
nomic stimulation has been effected? 
Here, also, the answer depends upon the 
kind ofQeconomy that is involved and 
the nature of the tax system employed. 
If the economy is characterized by over- 
saving, a progressive tax system will as- 
sist by reducing the rate of saving. If 
funds are transferred through the public 


27 M. S. Eccles, “Controlling Booms and 
Depressions,” in Gayer, op. cit., p. 15. 
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debt service from the rich to the rich, 
rather than from the poor to the rich, 
little hanm will result from a large debt 
service becajise the rate of saving is not 
enhanced, and if progressive tax receipts 
exceed the debt service, the rate of sav- 
ing wil actually be reduced. Invest- 
ment funds are now accumulating in the 
hands of individual and corporate savers 
much faster than investment opportuni- 
ties develóp for the profitable employ- 
ment of these savings.?? 

Some redistribution of wealth, tend- 
ing toward equalization of incomes in 
an economy of declining investment, 
may be advantageous if relatively full 
employment of men and resources has 
not beén reached. From this stand- 
point, the major need is more progres- 


* sive Federdl taxation to offset the re- 


gressive tendencies of state and local 
taxation. It is not the mere volume of 
public debt which proves socially un- 
desirable, but the redistribution of in- 
come which it causes when the taxes to 
pay the debt service are insufficiently 
progressive. If the payment of the debt 
service is so adjusted as to reduce the 
rate of saving, in an economy like ours, 
this can be a force productive of further 
increases in employment and incomes. 

Furthermore, it may be argued that 
depression public debt is "productive" 
in another sense, since it is the credit 
and saving behind needed public works 
and improvements which in themselves 
enhance the national wealth and wel- 
fare. The debt constitutes a liability 
behind "assets" in the form of an in- 
crease in national income which results 
from public expenditure financed by 
the debt. To some extent, the “public 
investment” of recent years is of this 
character, and although public debt 


28 Cf, M. S. Eccles, Commercial and Finan- 
cial Chronicle, 149 (November 18, 1939), pp. 
3, 197, and the hearings of the Temporary Na- 
tional Economic Committee. 
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may serve in some instances to dis- 
courage’ and restrict private investment 
by competition, it miay also reduce the 
private costs of productian and oyer- 
head arising from taxes, It may raise 
the national income in the same man- 
ner as private investment.? If benefit 
rather than injury is to develop, how- 
ever, the public and private: demands 
for funds must not conflict, and public 
investment must be for “productive 
rather than destructive public works. 


CoNCLUSION 


It may be suggested that the limit of 
debt burden is probably remote, since 
this contention more nearly toincides 
with the character of modern American 


economy.: To accept this’ view leads” 


one to believe that the present debt is 
not burdensome, except in so far as we 
pay for it in depression periods by re- 
gressive taxes, and incur it for unpro- 
ductive governmental expenditures, and 
that an increase in armament debt may 
now be supported, if necessary. But, 
as war approaches, we must prepare to 
increase taxation and to increase even 
its regressive character, if full employ- 
ment and scarcity of resources develop. 
A new economic stage of heavy employ- 
ment is induced by war, which makes 
the public debt dangerous. 

War debts are more burdensome and 
conducive to inflation than debts in- 
curred during depressions because of 
their unproductive character and be- 
cause at these times full employment of 
men and resources may bring into use 
the additional bank credit built up 
by depression borrowing." Plans an- 

29 Cf, S. E. Leland, *Our National Debt," 
Harvard Business Review, XVI, No. 3 (Spring 
1938), pp. 259-260. 

30 Cf. Paul Studenski, “Limits to Possible 
Debt Burdens,” American Economic Review, 


Supplement, X XVII, No. 1 (March 1937), pp. 
61, 72. 
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31 The New York T. 
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poses, and (2) when the service of un- 
productive debt is not financed through 
regressive or "saving-increasing" taxa- 
tion during a period of relatively full 


employment. It is less burdewsome (1). 


when it has been incurred for produc- 
tive or nonmilitary purposes, and (2) 
when thé service of productive debt is 
financed threugh progressive taxation in 
a period of relatively slack employment. 
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Federal Debt Problems Arising from the Present 
. Emergency! 


We are at the start of a journey whose 
end we cannot foresee. . . . We wait and 
watch and—those who can—we pray. As 
an economist I have not the power, nor, as 
a man, the heart, to strain thropgh a night 
so black to a dawn I shall not see.? 


HE Federal debt problems arising 
*from the present emergency" may 
be almost infinite. They will vary with 
the character of the emergency, be con- 
ditioned by it, and reflect the extremi- 
ties to which the United States is pushed 
by the course of world events. The na- 
ture of the emergency wilt determine 
what must be done, when action must 
be taken, and the means to be employed 
to meet edch situation. Whether rearm- 
ament will be followed by war; whether 
war will come before defense prepara- 
tions are adequate; whether armament 
will make war unnecessary, no one 
knows. But it is in such a situation 
that the debt problems arising from the 
present emergency must be discussed. 
There is little doubt that the United 
States must arm to defend itself against 
any combination of probable enemies, 
and that rearmament must go forward 
at a rapid rate. It must also shape its 
policies with reference to present unem- 
ployment and the correction of this con- 
dition. Financial obstacles, if there are 
any, must be overcome, or swept aside, 
lest others who are not hampered by 
such fetishes destroy us. ‘There must 
be no quibbling as to budget balances, 


1In the preparation of this manuscript, the 
author is indebted to Messrs. L. W. Mints, 
Roger S. Nelson, and Henri S. Bloch for sug- 
gestions, criticisms, and the collection of cer- 
tain data, and to Miss Rosalie Sonnenschein 
for assistance in the drawing of charts. 

2A. C. Pigou, The Political Economy of 
War (London, 1940), p. 169. 
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amount of debt, forms of taxation or tax 
rates, interest payments, or the volume 
of expenditures. Differences of opinion 
cannot be ignored, but they can be set- 
tled while the defense program is mov- 
ing forward. 


SITUATION UNCERTAIN 


The present situation is so filled with 
variables, and so great are the chances 
for error in making predictions or judg- 
ments as to the future, that much of 
the discussion is conjectural. Its fac- 
tual basis is shaky, for the outlines of 
the defense program are still vague; its 
limits have not been set; the fiscal poli- 
cies underlying it are as yet not wholly 
determined; and the economic effects to 
be generated are still of a speculative 
nature. Some of these uncertainties are 
being dispelled gradually; a few were 
clarified when the President informed 
Congress on the state of the nation on 
January 6, 1941. Further doubts were 
removed when the new budget was pre- 
sented; but additions to the program 
and the continuous modification of de- 
tails are to be expected. The very un- 
certainties in the situation make this a 
very real problem—the kind that faces 
a finance minister so frequently in his 
career. The defense effort is like a 
problem in war finance. The volume 
of expenditure is unknown; the gluration 
of the program is indefinite; the velocity 
of effort is problematical; and the 
sources of funds, like the solutions to 
other variables, must be determined as 
events progress. The objective is simi- 
lar—victory at whatever cost. These 
are not words of complaint; they are 
the realities of the situation and likewise 
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a warning to readers. The one hopeful 
element in the problem is that the pro- 
gram of defense affords the opportunity 
of solving the problem of unemploy- 
ment. e 


DEBT AND DEFENSE 


The problems relative to the national 
debt bear a definite relationship to its 
amount. The greater the volume ef the 
debt, the greater the number of prob- 
lems to be considered and the greater 
their importance to the national econ- 
omy. 
create few additional problems, but the 
defense program, never thought of in 
meager terms, has passed beyond this 
stage since the appropriations and au- 
thorizations for defense already exceed 
$17,000,000,000. When the two-ocean 
navy is provided for, the program now 
in contemplation will probably cost at 
least $30,000,000,000, spread over sev- 
eral years. Furthermore, if naval ex- 
pansion involves $10,000,000,000 or 
$20,000,000,000, the capital outlays for 
defense may run as high as $50,000,- 
000,000. Or, if rearmament is to be as 
extensive as in Germany, a program 
costing $100,000,000,000 may be re- 
quired. Loans to other democracies 
may further increase present totals. 

These expenditures, moreover, are on 
capital account, and do not include 
maintenance, obsolescence, or allow- 
ances for depreciation. Such charges 
will accrue later.* The nature of war- 


3 It is doubtful whether present requests 
envisage gomplete defense. New and supple- 
mentary programs will doubtless be placed 
before Congress in succeeding months and 
years, It seems probable that these estimates 
will be exceeded, but how much cannot be 
predicted. 

4 [t. has been estimated that the present pro- 
gram may ultimately involve an annual main- 
tenance charge of from $3,000,000,000 to $6,- 
000,000,000, depending on the amount of 
plane and naval replacements required. 


A small debt for defense would 
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fare has so changed that plants must 
be constructed to produce machines 
which, in* turn, become the implements 
of destruction. The capitalistic produc- 
tion process has increased the time and 
the cost involved in arming a nation. 
Moreover, the fighting machines—tanks, 
bombers, etc.—involve increasing in- 
vestments per unit and have lessened 
the importance of mere soldiers under 
arms. As probable inventions render 
the war machines obsolete, the cost of 
keeping defense up to date is increased. 
The manufacturing plants themselves 
likewise become outmoded. Thus, the 
trend of military outlays is ever up- 
ward; its end no one can safely predict. 


FINANCING BY ALL-LOAN Poricv 


What doés this mean in terms of the 
public debt, which now stands at $44,- 
200,000,000? Zf i£ be assumeg that the 
entire cost of minimum defense is tem- 
porarily met by borrowing, a gross debt 
of from $75,000,000,000 to $95,000, 
000,000 can be easily envisaged. The 
cost of the present defense program will 
probably closely approximate, as a mini- 
mum, the aggregate cost to the United 
States of World War I. It has been 
estimated that the cost to the United 
States of that conflict was $36,200,000,- 
000. The borrowings by the Federal 
Government amounted to $23,000,000,- 
000, with practically that entire sum 
raised through internalloans.$ In 1916, 
the national debt was $1,225,000,000; 
it reached the wartime peak of $25,482,- 
000,000 in 1919. ‘This increase in the 
debt, amounting to $24,257,000,000, is 
slightly less than the now contemplated 
expenditures for defense, exclusive of 
the two-ocean navy, to be made in the 
fiscal years 1941, 1942, and 1943." 


5 Harvey E. Fisk, The Inter-Ally Debts, p. 
325. 

9 Borrowings from our Allies were $397,- 
000,000. Jbid., p. 330. 

tT This is based upon the assumption that 
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CHART I 


LÀ 
TOTAL GROSS DEBT AND INTEREST ON THE DEBT OF THE FEDERAL 
s GOVERNMENT? 1789-1940 . 
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From June 30, 1929, until November 
15, 1940, the gross debt of the United 
States Government rose from $16,185,- 
000,000 to $44,215,000,000, an increase 
of $28,030,000,000. Thus the mini- 
mum cost of defense will closely ap- 
proximate the costs of deficit financing 
during the current decade. 

If all of the defense costs of $30,000,- 
000,000 are to be borrowed, and if it 
is assumed that the tax system produces 
no additional revenue and that there are 
no decreases in the other expenditures 
to change that part of the fiscal equa- 
tion—perhaps improbable and unlikely 
assumptions—the course of the gross 


expenditures in the fiscal year 1941 will be 
$4,500,000,000 and $10,000,000,000 each in 
1942 and 1943. 

8 Data as to Federal debt taken from An- 
nual Report of the Secretary of the Treasury 
on the State of the Finances for Fiscal Year 
Ended June 30, 1939, pp. 450-51, and from 
Daily Statement of the U, S. Treasury, No- 
vember 15, 1940. 


1 
B LT 





TROT 
CTC 
HELL 


i 
"i 
i 


debt might be as follows: 














(Billions of 

Dollars} 
Debt (November 15, 1940) .. 44,215 
Defense. 1941 scsi seesaw 4,500 
Debt (June 30, 1941) ....... 48,715 
Defense 1942 ............... 10,000 
Debt (June 30, 1942) ....... 58,715 
Defense 1943 ............ s. 10,000 
Debt (June 30, 1943) ....... 68,715 
Defense 1944 ............ 5,500 
Debt (Tune 30, 1944) ....... 74,215 

'This is the arithmetical result. It has 


been incorporated as a projection of the 
long-run debt curve of the United States 
by dotted lines on Chart I. 


| Dest IN Previous WARS 

A glance at Chart I brings out the 
fact that prior to 1920 each war in 
which the United States has been in- 
volved, with the exception of the Span- 
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CHART H 


GROSS FEDERAL DEBT IN PERIODS OF 
,WAR AND IN JHE DECADE 1931-40 


MILLIONS Of DOLLARS 





ish-American War, has been the occa- 
sion for marked increases in the public 
debt. In general, too, each major war 
lifted the debt to a higher level from 
which, in spite of a history of repay- 
ments, it never receded to its prewar 
level (except after the War of 1812). 
The present defense program resembles 
in all particulars an expenditure effort 
comparable to that of World War I. It 
may not be unreasonable, therefore, to 
expect the debt to be lifted to a new 
and higher plateau as a result of the 
necessity for adequate defense. 

In order that the similarity between 
debt trends occasioned by past wars 
may be more carefully observed, the 
data hafe been plotted on Chart II. 
The curves have all been centered on 
a vertical line as of the end of each fiscal 
year in which the United States entered 
the war. For purposes of comparison, 
the course of the national debt since 
1931 has also been shown. The war 
debt trends fall into two groups accord- 
ing to the relative magnitude of the 
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CHART IH 


PROJECT IONS SHOWING TOTAL FEDERAL DEBT 
TO 1945, IF RATE OF GROWTH IN CIVIL AND 
e WORL® WARS WERE REPEATED 
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“conflicts involved. The War of 1812 


and the Mexican War were quite simi- 
lar in their effects on the natignal debt. 
The great increases in debt for the Civil 
War and World War I were much alike. 
The relative rate of increase in the 
Civil War debt was somewhat greater 
than that for World War I and carried 
the debt to a relatively higher point 
than the latter. Differences in the dura- 
tion of the struggles as well as in meth- 
ods of financing go far to explain the 
divergencies in the two curves, yet their 
relative similarity is inescapable.? 

The debt curves of the Civil War and 
World War I are so similar, however, as 
to make one wonder what would happen 
if the present emergency caused similar 
relative changes in the national debt. 


® The increase in the national debt during 
the decade of the 1930's, though large in ab- 
solute amount, is relatively insignificant in 
comparison with the rates of increase of debt 
during four of the wars shown on Chart II. 
This illusion, if such it may be called, is in- 
herent in ratio charts which are designed to 
depict relative rates of increase, with equal 
vertical distances on the chart denoting equal 
percentages of increase, Thus, as the debt 
grows in amount, equal increases in the ab- 
solute amount of debt appear to lose their 
relative importance on the chart. 
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In Chart III the curves indicating the 
rise in Civil and World War I debts 
have been drawn as projectións of the 
debt in 1930 and 1940. ‘The first-men- 
tioned projection discounts the growth 
of the debt due to reflationary deficit 
financing during the past decade and 
projects the debt from its lowest post- 
war position; the projection from 1940 
expands the debt from its present point. 
In either case, the debt would rise to 
unprecedented heights. Neither curve, 
however, takes account of the fact that 
the present revenue system of the Fed- 
eral Government has greater revenue- 
getting propensities than the system 
prevailing during World War I No 
such debts as are indicated on the chart 
appear to be possible short of inflation, 
or some form of currency manipulation. 
The curves serve as a warning, however, 
as to what might happen if rearmament 
costs (accompanied by price increases) 
were defrayed primarily by inflation.** 


10 Compare, for example, the ordinary re- 
ceipts, exclusive of postal revenues, and the 
national income in the two periods: 


Ordinary National Income 

Receipts (Billions Receipts 

(Millions of Dollars) (Percent- 
Year of Dollars) A B age of A 
1916 782 45.8 1.7 
1917 1,124 53.3 du 
1918 3,664 58.9 6.2 
1919 5,152 67.4 7.6 
1920 6,694 68.1 9.8 
1929 4,033 81.1 5.0 
1933 2,079 42.3 46.5 4.9 
1934 3,115 50.1 51.7 6.2 
1935 3,800 55.2 55.9 6.9 
1936 4,115 63.5 64.1 6.5 
1937 5,293 69.8 70.2 7.6 
1938 6,241 61.5 65.0 10.1 
1939 5,667 — 68.6 — 


The productivity of the revenue system has 
been further increased by the emergency levies 
of 1940. 
(Estimates of National Income: A taken from 
Hearings, Temporary National Economic 
Committee, Pt. 1, p. 194; B taken from Sur- 
vey of Current Business, June 1940, reprint, 
p. 3.) 

11 Charles O. Hardy, in War-Tisue Control 
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This does not exclude the possibility of 
financing war or defense through issues 
of paper money in lieu of bonds. The 
curves indicate, moreo¥er, the desirabil- 


ity of setting up in advance of produc- 


tion for defense adequate price con- 
trols.?? 


Errect oF INCREASED EXPENDITURES 


The approach indicated by projec- 
tions» based on past debts and by esti- 
mates of defense expenditures added to 
the existing debt assumes that the eco- 
nomic effects of public expenditures and 
the increased productivity of the present 
revenue system as increasing totals of 
national income are realized would be 
the same as in previous wars. Improve- 
ments in production, employment, and 
consumption, then as now, are the in- 
evitable result of increased public ex- 
penditure, subject eto deflation for price 
increases, wage increases, or taxation. 
That reflationary fiscal policies may be 
counteracted by deflationary policies in 
other spheres should be clear from 
events in 1937. If such tendencies 
should be avoided and if the defense 
program is financed by borrowing until 
full employment and the limits of pres- 
ent industrial capacity are reached, the 
national income should surge steadily 
upward. Accompanying these increases 
will be increased revenues for the Na- 
tional Government and augmented tax- 
able capacity. As full employment and 
complete utilization of resources de- 
velop, problems of curtailing the civilian 


of Prices, has already indicated the similarity 
of price movements in the Napoleonic, Civil, 
and World wars. This is dramaffcally sug- 
gested even on the paper cover. 

12 Among the controls to be considered are 
heavy taxes in the nature of excises to be 
levied on goods needed for defense, particu- 
larly those for which the demand is highly 
inelastic. Much can also be said in favor of 
boomtime sales taxes. In the interest of price 
stability, bottlenecks in production, racketeer- 
ing, and speculation need to be controlled; 
increases in wages need to be watched. 
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demand for goods, of tapping increased 
savings, and of using the tax system not 
only to pay for defense but as a means 
of keeping down prices and retarding 
civilian consumption, as welleas specu- 
lation, will appear. More taxes and 
fewer loans will then be in order, the 
proportion of taxes to loans increasing 
as the country becomes more prosper- 
ous, until finally the whole program is 
supported by taxation. These effects 
need to be considered in estimating debt 
requirements for the future. 

That improved business is developing, 
seems to be clearly realized. If $4,000,- 
000,000 to $5,000,000,000 is spent for 
defense this year, followed by $10,000,- 
000,000 to $15,000,000,000 in each of 
the next few succeeding years, the ef- 
fects of the Keynesian multiplier will 
be obvious. It has been estimated that 
‘the Federal Reserve Board's Index of 
Production, which in October stood at 
128 and in November at 131, will ap- 
proximate 140 by the end of June 
1940,* and by the time full employ- 
ment is reached may rise to at least 
17075 Unemployment during the year 
is expected to be cut almost in half; *° 
the national income is expected to rise 
from approximately $70,000,000,000 in 
1940 to $80,000,000,000 or $90,000,- 
000,000 in 1941 and $90,000,000,000 to 
$100,000,000,000 or more in 1942. Just 


13 Federal Reserve Bulletin, Vol. 26, No. 12, 

p. 1249. 
- 14 Richard V. Gilbert, in a Round Table 
Conference, “Exploring the Financing of Na- 
tional Defense and Its Economic Conse- 
quences,” Savings Bank Journal, XXI, No. viii 
(October el 940), p. 9. 

15 Ibid. 

16 Estimates for employment under the de- 
fense program in 1941 are reported to range 
from 250,0C0 (C.LO.) to 6,000,000 (Secretary 
Perkins), with 4,500,000 as a reasonable esti- 
mate. United States News, November 29, 
1940, p. 30. The A. F. of L. estimates re- 
employment by June 1941 at 2,500,000. 
Monthly Survey of Business (A. F. of L.), 
July-August 1940, p. 2. 
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what the time schedule is to be, or the 
amount of increase, is not certain, but 
with incfeased national income, present 
taxes will produce added revenues for 
the treasury. , 


PossrBLE REVENUES 


The President, in his message trans- 
mitting the 1940 budget to Congress," 
presented an estimate of the Federal 
revenues ünder three assumptions as to 
the amount of the national income (Ta- 
ble 1). The President recognized the 


TABLE 1i—EsriMATED FEDERAL RECEIPTS? 
BY PRINCIPAL SOURCES AT CERTAIN ÁSSUMED 
LEVELS OF NATIONAL INCOME BASED ON 
DECEMBER 1938 Tax RATES 


*  (Billions of Dollars) 


Natiofal Income 70 | 80 | 90 
Income taxes............. 2.13.9] 5.7 
Miscellaneous internal reve- ^ 

Dou: pate cane dive E 2212.6 | 3.1 
(CCustoDis uoo oec on Al .5 7 
Miscellaneous receipts...... 2.1 2 2 
Pay roll taxes. ............ 7] 8 9 

Total................1 6.0 | 8.0 | 10.6 


a Tax liabilities excluding trust accounts. 
Pay roll taxes at calendar year 1938 rates. 


inevitable lag between the increase in 
the tax base and the tax collections 
therefrom,'? a fact which must be kept 
in mind in connection with finding cover 
for the expenditure program of any fis- 
cal year. However, since these esti- 
mates were prepared, the level of taxa- 
tion has been further increased by the 
emergency legislation of 1940. The po- 
tential yield of present taxes, under dif- 
ferent amounts of national income, is 
shown in Table 2. These estimates are 
but rough approximations; they are not 
intended as predictions. "Their realiza- 
tion will depend on many unpredictable 


17 The Budget of the United States Govern- 
ment for the Fiscal Year Ending June 30, 
1940, p. vi. 

18 Ibid. 
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TABLE 2-—~EstimaTep FEDERAL RECEIPTS AT VARIOUS ASSUMED LEVELS OF 
NATIONAL INCOME AT 1940 Tax RATES 
* (Billions of Dollars) 
cx AD M C CQ D CDD D M E 


! 3 i : 
Assumed Estimated Estimated Receipts on Bgsis of December 1940 Tax Rates 


National Recipe m Basis . 

Income Pine aren j _A B C D ; Ec Average 
TREET 6.0 7 7.5 7.4 7.4 1.4 7.34 
BO LG serena 8.0 9.3 10.0 9.5 9.8 9.7 9.66 
dU pe ed 10.6 11.4 12.5 12.3 13.1 13.5 12.56 

IU x csse 14.07 * 14.4 15.5 15.9 17.2 174 16.02 


a From Table 1. 

è The computations are based on different assumptions as to the rate of increasg of revenue 
with national income. C and D are based in part on Treasury estimates of the additional 
revenue to be secured under the Revenue Acts of 1940. 

* Taken from Savings Bank Journal, XXI, No. viii (October 1940), p. 16. 

4 Calculated on assumption that same rate of increase of tax revenue would take place 
when national income rose from $9Q,000,000,000 to $100,000,000,000, as was estimated when 
increase was from $80,000,000,000 to $90,000,000,000. 


TABLE 3—EXxPENDITURES OF THE FEDERAL GOVERNMENT, 1931-40 # 


(Millions of Dollars) 
SSS a a ee ree 


Year | Total | gependiture | Works | elei | “Subscriptions | Retirement 
1931 | 4,111 | 2,987 421 — 263 440 
1932 | 4,948 | 3,163 499 — 873 413 
1933 | 4,325 | 2,851 472 360 181 461 
1934 | 6,371 | 2,651 625 1,853 882 360 
1935 | 7,583 | 3,457 766 2,363 424 573 
1936 | 9,069 | 5,309 914 2,372 71 403 
1937 | 8,546 | 4,663 1,102 2,527 150 104 
1938 | 7,691 | 4,646 880 1,996 104 65 
1939 | 9,268 | 5,91 1,111 2,617 231 58 
1940 | 9,666 | 6,508 869 1,919 241 129 


a Taken from Daily Statement of the U. S. Treasury, June 29, 1940. 


factors in addition to the continuance of 
defense expenditures and borrowing (so 
as to avoid mere transfers between pub- 
lic and private expenditures). Among 
other variables are British orders, cus- 
toms receipts, volume of exports, as well 
as the amount and distribution of in- 
come. 


EXPENDITURE PROGRAM 


Before either the amount of income 
can be predicted or the net effect of the 
resulting revenues on the borrowings of 


the Government can be determined, 
some assumptions must be made as to 
the probable future course of expendi- 
tures. The total expenditures, ordinary 
and extraordinary, since 1931, are indi- 
cated in Table 3. 

All categories of expenditure except 
loans and debt retirement have in- 
creased since 1931. New items of ex- 
penditure such as the A.A.A. program, 

19 Data for 1931-39 from Annual Report 
of the Secretary of the Treasury, 1939, p. 367; 


data for 1940 from U. S. Treasury Depart- 
ment, Bulletin, July 1940, p. 7. 


FEDERAL DEBT PROBLEMS 


social security, railroad retirement, 
T.V.A., P.W.A., unemployment relief, 
W.P.A., C.C.C., etc., entered the budget 
during this period. Although many of 
these items are supposed toebe of a 


cyclical or emergency' character, they' 


also have political aspects and it will 
be difficult for Congress, as economic 
conditions improve, to make proper re- 
ductions both as to the amount and the 
timing of these expenditures. It is im- 
portant from an economic point of view 
that the public works, relief, and similar 
re-employment programs be tapered off 
rapidly as production and employment 
for defense increase. Likewise the char- 
acter of much of the "emergency" 
spending can be changed without sub- 
stantially retarding the rate of re-em- 
ployment. Public works, for example, 
which have been suited to peacetime 
needs can be supplanted by (or con- 
verted into) programs for the building 
of cantonments, hospitals, new plants 
with nearby housing for workers, etc. 
Such transfers will help maximize the 
total defense effort and reduce the com- 
petition between the two expenditure 
programs for labor, materials, and cap- 
ital. 

Curtailment of relief and public 
works is also desirable in order that such 
expenditures, after the defense program 
is completed, may serve as a potential 
reserve to be brought forward if private 
demands are inadequate to absorb the 
gradually released productive facilities 
of the nation. Similarly, the postpone- 
ment of certain private expenditures 
may create a backlog of demand of 
great futeire usefulness. Both stimuli, 
or even Federal borrowing, may be 
needed to avoid a postdefense slump. 

20 If the tax policy of the rearmament pe- 
riod has interfered with private consumption, 
a reduction in the level of this taxation, or 
the repeal of certain excises, would tend to 
encourage individuals to increase their pur- 


chases. The stimulating effects of such a pol- 
icy should be considered. 
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If present public works projects have 
anticipated the capital-binvestment re- 
quirements of the nation for the next 
few, years, the postponement of these 
expenditures wijl allow the demand to 
catch up with the supply. Meanwhile 
projects for the future may be accumu- 
lated to the relief of taxpayers, lenders, 
and the defense economy as a whole. 


PROSPECTIVE DEFICITS OR SURPLUS 


The President is now appropriately 
indicating that public works, save those 
of a military character, will be cut to 
the bone; work relief may be curtailed 
consonant with employment trends; °! 
unemployment compensation benefits 
are expetted to decline; and the C.C.C. 
may be curtailed. These reductions— 
*some of them unimportant in the total 
amount of governmental expenditure— 
will not be effective until succeeding 
fiscal years. In August the "Treasury 
and the Bureau of the Budget were con- 
templating $5,000,000,000 for defense 
in fiscal 1941, estimating total expendi- 
tures at $12,000,000,000 and the deficit 
at $5,600,000,000.? Since these esti- 
mates were made, additional expendi- 
tures have been incurred—for example, 
in connection with the draft act and the 
mobilization of the state militia. Con- 
sequently, it may not be unreasonable 
to estimate expenditures for 1941 at 
$13,500,000,000 and the deficit at $6,- 
200,000,000. In fiscal 1942, and 
thereafter for some time, the rearma- 
ment program may cost $10,000,000,- 
O00 per annum, or whatever sum can 
be effectively spent. Assuming that 

21 The New York Times, November 27, 
1940. 

22 Submitted by Secretary of Treasury to 
House Ways and Means Committee, August 
9, 1940. See U. S. Treasury Department, 
Bulletin, November 1940, p. 2. 

?3 Revenue estimated in August at $6,900,- 
000,000. With national income in excess of 
$70,000,000,000 during 1940, revenue receipts 


in fiscal 1941 may be expected to be in excess 
of $7,000,000,000, as shown in Table 4. 
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TABLE 4—HvrornkerziCAL BUDGETARY DEFICIT or NATIONAL GOVERNMENT UNDER AN 
ASSUMED PROGRAM OF EXPENDITURES AT VARIOUS NATIONAL INCOMES 


(Billions of Dollars) 


ECL MIU UU SE Ss AL CTUM mMR—————ÁÁMÁR 
s 


Year Ending Estimated National Assumed Estimated Resulting Deficit 
June 30 Income Expenditures 9 Revenues or Surplus 
1941.. 70 13.5 1.3 6.2 Deficit 
1942.. 80 16 9.66 534  " 
1943.. 90 15 12.56 244 “ 
1944.. 100 15 16.02 1.02 Surplus 


a See Table 2. Estimates are with reference to national income for previous calendar year. 


$10,000,000,000 is spent for defense and 
that total expenditures are kept at a 
$16,000,000,000 maximum in 1942 and 
at $15,000,000,000 thereafter, the re- 
sulting deficits and surpluses are indi- 
cated in Table 4.24 The military ex- 


penditures here contemplated approxi- 


mate $35,000,000,000. 

The illustration in Table 4 produces 
three years of deficits aggregating $13,- 
900,000,000, followed by a year in 
which a surplus is realized. Should this 
eventuate, some writers may hail the 
demonstration as proof that a nation 
can spend itself from adversity to pros- 
perity, and also that previous expendi- 
ture programs were not large enough to 
revive business; others may point to 
the debt of $13,900,000,000 for defense 
on top of the $44,200,000,000 debt now 
existing and inquire when this debt is 
to be paid, if ever, and how. So long 
as the debt must be increased, there is 
little point in discussing debt retirement. 
To attempt to retire a portion of the 
outstanding debt when borrowing must 
be done anyway, is only to increase the 
amounts to be borrowed. Whether a 
sinking fund is created for this purpose 
or whether the reduction is attempted in 


24 Other assumptions as to expenditures and 
income would provide different arithmetical 
results. 'The estimates employed are believed 
to be reasonable. Whether ordinary and other 
expenditures could be reduced to keep the ag- 
gregate within the amounts assumed is largely 
a political problem, but one nevertheless over 
which the Congress has control. 


some other manner, debt retirement will 
remain a legacy to be inherited when 
the defense program has been com- 
pleted. 

It would take approximately thirteen 
years of budgetary surpluses produced 
by present taxes from a $100,000,000,- 
O00 national income to retire the debt 
for defense if the $15,000,000,000 ex- 
penditure program, were maintained. If 
the expenditures could be cut and the 
national income maintained or increased, 
the debt could be reduced more rapidly. 
But how probable are these contingen- 
cies? The reduction in armament ex- 
penditure may be followed by a decrease 
in national income, bringing with it a 
decrease in Treasury receipts. Perma- 
nent prosperity, or even sustained eco- 
nomic activity over a considerable pe- 
riod, remains a dream. There is little 
reason to suppose (on the basis of past 
performances). that the course of the na- 
tional economy can be so controlled as 
to maintain over a period of years the 
levels of full employment and industrial 
production necessary to enable the Gov- 
ernment to retire substantial portions of 
the national debt, particularlyeif public 
expenditures must be maintained on a 
high level. It is also possible that the 
tremendous increases in national income 
employed in Table 4 may never be real- 
ized. Then the choice between ‘taxes 
and loans for defense must be reconsid- 
ered. It is doubtful if, in any case, 
loans can be overlooked. 


FEDERAL DEBT PROBLEMS 


It begins to appear that debt retire- 
ment, which cyclical theorists assumed 
was to be due when more prosperous 
periods returned? has to be pushed into 
the background to make postible ade- 


: ry 
quate defense, as well as increased em- 


ployment. Recurrent emergencies seem 
to furnish valid arguments for pushing 
this subject ever beyond us. Debt pay- 
ment thus becomes an historical herit- 
age; substantial and, perhaps, increas- 
ing debt burdens appear to be our 
allotment. While the problem of re- 
payment may be postponed to the fu- 
ture, the payment of interest is a pres- 
ent problem, the importance of which 
grows with mounting interest costs. 
The reduction of these costs, if such a 
thing be possible, needs also to be con- 
sidered. Shall the debts continue to be 
interest-bearing, requiring the payment 
of over $1,000,000,000 in annual debt 
charges? Shall the weight be lifted by 
converting the debt into currency? Shall 
funds for defense, until full employment 
is reached, be provided by issuing paper 
money, either directly or via the Fed- 
eral Reserve Banks? Or, shall interest 
be reduced, if in no other way, by the 
taxation of such payments? 


Forms oF BORROWING 


The amount of new debt required to 
finance the defense program presents no 
economic problems of great magnitude, 
so long as interest rates remain low. 
If, with increased national incomes, 
$13,900,000,000 need be borrowed, the 
banks can be relied upon to provide it 
at current rates. Bank reserves are 
such tlft cover for any program of 
defense expenditures yet discussed can 
be easily handled. There is no neces- 
sity at this time for a drive to secure 
individual subscriptions, or for the 


25 One writer has said that over the next 
year commercial banks can take any amount 
of Government bonds that seems desirable. 
Robert L. Garner, in Round Table Confer- 
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issuance of longer term securities at 
higher interest rates. Public subscrip- 
tions untloubtedly would involve the 
issuance of «securities with longer ma- 
turities and with interest rates above 
current short-term quotations. The 
Treasury has arranged a well-spread 
array of maturities without unusual 
peaks over the next twenty-five years.?* 
The meeting of recurrent maturities is 
no real problem. It is difficult to visual- 
ize conditions under which the Treas- 
ury would be unable to meet these 
issues, by refunding, conversion, or 
otherwise, as they mature, if retirement 
should be inconvenient or impossible. 
It is likewise difficult to justify borrow- 
ing at any rate except the one calculated 
to cost least. Thus, the issue between 
long- and short-term securities is simply 
one with reference to the cost of secur- 
ing funds. » 
Inasmuch as the financial require- 
ments of private industry have also to 
be considered, government borrowings 
from banks should not interfere with 
such loans, at least until full employ- 
ment is reached. If both industry and 
government compete at the banks for 
funds, the result will be to bid up in- 
terest rates as idle reserves become fully 
invested, This will not happen until 
corporate reserves are more fully em- 
ployed, and until holders of bank de- 
posits have more completely used their 
funds to finance private enterprise. It 
is desirable to encourage banks to fill 
the increasing demand for private funds 
stimulated by the defense program. 
This is a normal function of commercial 
banks. If competition between govern- 
ment and industry for funds produces 
an increase in rates of interest, banks 


ence, Savings Bank Journal, XXI, No. ix 
(November 1940), p. 8. 

26 See. Annual Report of the Secretary of 
the Treasury, 1939, p. 11. 

?7 Such opportunities are not restricted to 
present stockholders in corporations. 
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will doubtless begin to sell the low-yield 
government securities in their portfolios 
in order to invest in private issues bear- 
ing higher coupon rates. The Govern- 
ment must then face the problem as to 
whether it will endeavor to maintain the 
market price of its securities, or allow 
them to drift to whatever level the 
changing interest rate makes necessary, 
or undertake by the means at its dis- 
posal to increase the supply of loanable 
funds and thus reduce interest rates. 
These problems must be passed over be- 
cause limitations of space prevent their 
adequate discussion here. 

The rising interest rate would seem 
to be a signal for the Government to 
tap other sources than the banks for its 
loans, or to finance its program by 
taxes rather than loans. The change in 
the interest rate would indicate a de- 
crease in jdle cash, an increase in pro- 
duction and employment, an increase in 
national income and, perhaps, a rise in 
prices. 

When the population and economic 
resources are fully employed, one of the 
problems confronting the nation is how 
to prevent individuals from using eco- 
nomic resources so as to bid up prices 
or to divert materials from defense pro- 
duction. Undoubtedly at such times 
(and even before) the Government 
could float a substantial issue of De- 
fense Bonds by popular subscription. 
But if subscribers purchased bonds with 
bank credits, or if they used the bonds 
as security for loans with which to pur- 
chase consumption goods or to finance 
speculation, the problem of holding 
down prices and of preventing diversion 
of production from defense would not 
have been solved—rather, the difficulties 
would have been increased. Security 
markets, too, are available for the sale 
of bonds, hence little reduction in the 
quantity of money available for goods 
or reduction in its velocity of circula- 
tion is to be expected from changing 
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the source of loanable funds. If the re- 
duction of consumption or investment is 
to be accomplished, the task can be best 
performed by taxatiorf$?* rationing, or 
price fixitg, or perhaps even by forced 


loans. However, those conditions which 


seem to point to the desirability of float- 
ing loans via popular subscription augur 
even more strongly for the desirability 
of increasing taxation. 

Nevertheless, when the Government 
turns to its citizens for funds, it should 
attempt to reach all income groups by 
issuing the kind and type of securities 
for which there are known preferences. 
Moreover, issues could be timed to co- 
incide closely with dates on which divi- 
dends and bonuses are paid. Thus the 
Government could sell a maximum 
amount of securities with little resort 
to pressure. Bonds and notes are well 
adapted to the upper and middle income 
groups; ?? savings stamps,?? baby bonds, 
and issues in small denominations with 


28 Cf, Albert G. Hart, Economic Policy for 
Rearmament, Public Policy Pamphlet No. 33 
(Chicago: University of Chicago Press, 1940), 
pp. 23-27. 

29 During World War I popularly subscribed 
loans were issued in the following amounts: 


First Liberty Loan $1,989,455,550 
Second Liberty Loan 3,807,865,000 
'Third Liberty Loan 4,175,650,000 
Fourth Liberty Loan 6,964,576,000 
Victory Liberty Loan  4,927,177,650 


Annual Report of the Secretary of the Treas- 
ury, 1920, pp. 748-56. 

30 War-savings certificates to amount of $4,- 
000,000,000 were authorized under Act of Sep- 
tember 24, 1917. The sale of war-savings 
certificates and thrift stamps opened on De- 
cember 3, 1917, and by Novembew 1, 1918, 
cash receipts were $824,253,213. The total 
amount issued was reported at $1,164,257,473. 
Annual Report of the Secretary of the Treas- 
ury, 1918, pp. 32-33; ibid., 1920, pp. 758-59. 
In 1918 the Secretary of the Treasury wrote: 
“This wartime experiment has been so suc- 
cessful that it is hoped that war-savings cer- 
tificates will become a continuing feature of 
the nation's financing even after the restora- 
tionròf-peace.” Ibid., p. 32. 
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provision for installment purchase are 
suitable for the lower income groups.?! 
And, when it is desirable to sell securi- 
ties to citizens, each group should be 
induced to participate, not® only for 
political reasons but also to maximize 
the economic effects of such investments. 

The necessity for going to banks or 
individuals for loanable funds has been 
decreased in recent years by the abil- 
ity of the Government to borrow from 
trust funds, particularly from the Old 
Age and Survivors Insurance Trust 
Fund and the Unemployment Trust 
‘Fund. The assets in these funds are 
available as loans to the Treasury. As 
of June 30, 1940, the total of Federal 
securities held in Treasury trust funds 
and by certain governmental corpora- 
tions was in excess of $6,739,000,000.?* 
With the improvement in business, the 
yield of pay roll taxes should increase 
and the payment of unemployment ben- 
efits should decrease? There should 
be an increase, therefore, in the sums 
available as loans to the Treasury. 
During the next three years such loans 
will probably approximate $5,000,000,- 
000, and will decrease by so much the 
necessity for bank loans or popular 
issues. 


31 United States Savings Bonds outstanding 
on June 30 of the following fiscal years: 


1935 $ 62,047,818 
1936 316,124,814 
1937 799,648,901 
1938 1,237,672,854 
1939 1,868,149,115 
1940 —_2,905,000,000 


Annual Report of the Secretary of the Treas- 
ury, 193% p. 452; U. S. Treasury Department, 
Bulletin, October 1940, p. 16, 

82 UJ. S. Treasury Department, Bulletin, Oc- 
tober 1940, pp. 23-24. 

33 As a means of controling consumption 
and business expansion after the full-employ- 
ment stage of production has been reached, 
these taxes may well be increased. Their in- 
crease and subsequent reduction should be 
with reference to the economic cycle in view 
of the effects of such taxation on business. 
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PAPER MONEY 


The form which borrowing should 
take, as well as the sources from which 
funds should he secured, are essentially 
monetary questions. They should be 
answered in terms of national monetary 
requirements rather than with reference 
merely to the rubrics of public finance. 
The fiscal policy of the nation, more- 
over, should be made to harmonize with 
its monetary policy. When, therefore, 
the monetary needs of the country re- 
quire additions to the currency, the 
utility of paper money, properly con- 
trolled and issued in amounts con- 
sonant with the volume of production, 
should 'be considered. At one stroke, 
both the monetary and the fiscal re- 
quirements'of government are provided. 
lt is not always that the two coincide. 
The appetite of government,for funds 
seems eyer present, but the need for cur- 
rency expansion is limited to given 
phases in the economic cycle. In the 
present situation, defense and unem- 
ployment unite in indicating the desira- 
bility of an expansionist policy. The 
utility of providing funds for the de- 
fense program (unti full employment 
is reached) via paper money is clear. 

In the past, objections have been 
raised to paper money policies as lead- 
ing to inflation.?* It has been regarded 
as a course to be avoided until every 


34 See, for example, the literature on war 
finance where resort to inflation has been al- 
most universally condemned. The objections, 
moreover, have been based on situations in 
which full employment was at least tacitly as- 
sumed. Cf. Edward Dana Durand, “Taxation 
Versus Bond Issues for Financing the War,” 
Journal of Political Economy, XXV (Novem- 
ber 1917), pp. 902-4; F. F. Anderson, *Funda- 
mental Factors in War Finance," ibid. pp. 
861-64; O. M. W. Sprague, “Loans and Taxes 
in War Finance," American Economic Review, 
VII (1917), pp. 199-213; H. C. Adams, Public 
Debts, pp. 132-33; Harry G. Brown, The Eco- 
nomics of Taxation, pp. 14-27; Hugh Dalton, 
Public Finance, 9th ed., rev., pp. 184-80. 
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other method of emergency financing 
failed. ‘The issuance of paper money 
and the existence of credit difficulties 
have been connected in «the popular 
mind because governments have fre- 
quently been forced to issue such money 
when unable to tax or borrow their cur- 
rent cash requirements. The alternative 
in such cases has been the immediate 
collapse of the government. No such 
dangers or extremities exist today for 
the United States. The issuance of pa- 
per money is not an alternative to Fed- 
eral taxation.? Where properly em- 
ployed, it should be regarded as a form 
of borrowing? Moreover, as interest 
costs become more and more burden- 
some, paper money and other' devices 


which open avenues for the avoidance, 


or reduction of these costs should re- 
ceive increasing attention.** 


35 A, C. Pigou calls it “a concealed form of 
taxation," A Study in Public Finance, 1st ed., 
p. 266. 

36 Dalton says that it is sometimes regarded 
“aS equivalent to the levying of a forced loan, 
free of interest,’ op. cit, p. 186; cf. also 
Jacob H. Hollander, “Do Government Loans 
Cause Inflation?" Tae ANNALS, LX XV (Jan- 
uary 1918), p. 111. 

37 In spite of the decline in rates, interest 
payments on the public debt have been stead- 
ily rising as the outstanding debt has grown in 
amount. Interest on the public debt has been 
paid as follows: 


(Millions) 
1931 $ 612 
1933 689 
1935 821 
1937 866 
1939 940 
1940 1,041 


Annual Report of the Secretary of the Treas- 
ury, 1939, p. 365; The Budget, 1940, p. vii; 
U. S. Treasury Department, Bulletin, Novem- 
ber 1940, p. 2. 

Interest payments on war debt were as fol- 
lows: 


(Millions) 
1918 $ 189 
1919 619 
1920 1,020 
1921 999 
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The issuance of paper money may in- 
volve price increases, and hence losses 
to consumers and recipients of fixed in- 
comes; if the quantitits issued outrun 
in amourft the increases in goods and 
‘services produced, price increases are 
certain to take place. The same tend- 
ency will be enhanced if the money does 
not enjoy the full confidence of the com- 
munity. But if the quantities issued are 
limited with reference to the volume of 
goods and services offered for sale, and 
if such issues are properly timed, price 
increases from this source may be 
avoided.*® It can be said, too, that 
bond issues may have a similar tend- 
ency to increase prices. If bonds are 
purchased with hoards or with manu- 
factured credit, price increases may be 
expected. Thus prices may be affected 
either by bonds or by paper money. It 
is probable, however, that the issuance 
of paper money has greater, quicker, 
and more direct effect on prices than 
the issuance of bonds. The problem of 
control is thus more important in the 
one case than in the other. 


FrscaL MANAGEMENT 


Financing via paper money probably 
requires more competent management 
and a more enlightened citizenry than 
is necessary where financing via bonds 
is the customary practice. It likewise 
requires a more courageous and intelli- 
gent government than one accustomed 
merely to lean on banks and their cus- 
tomers for funds. It can be neither 
good politics to issue more paper than 
production requires, nor wise to allow 
quantities of money to remain @utstand- 
ing when the amounts should be quickly 


Annual Report of the Secretary of the Treas- 
ury, 1939, p. 365. 

38 Whether price increases matter much, ex- 
cept in the case of "bottlenecks," until full 
employment is reached, is also a question. 
Lack of space prevents a discussion of this 
problem. 
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and drastically decreased.?? These eco- 
nomic decisions have to be made 
promptly on the basis of relevant statis- 
tics; as courses *of action they cannot 
be debated for long unless c&mulating 
costs are to be ignored. Whether Con-' 
gress would delegate such decisions or 
abide by them, or set up agencies for 
the management of the currency and the 
government fisc, are other questions. 
As yet, Congress has not provided for 
the integrated management of our fiscal 
or monetary system. "The Federal Re- 
serve Board, the Treasury, the loan 
agencies, and the Bureau of the Budget, 
to mention but a few, all affect the Fed- 
eral finances by their independent ac- 
tions and decisions. The Federal Re- 
serve Board and the Treasury exercise 
monetary functions; the Bureau of the 
Budget and the Treasury are both con- 
cerned with revenuess—the Treasury col- 
lects them and by tradition the Sec- 
retary of the Treasury has been the 
finance minister for the United States, 
yet in the future the Bureau of the 
Budget will also be concerned with fiscal 
policy. But little co-ordination of pol- 
icy has been developed even for the 
needs of defense. Such a system may 
function in slow-moving normal periods, 
but is not adequate for emergency times. 
If defense preparations are to be com- 
plete, an integrated fiscal administration 
would seem to be imperative. Certainly 
no scheme of financing which employs 
paper money should be contemplated 
unless the fiscal machinery and the mon- 
etary authorities are more closely inte- 
grated. Even then, the problems will 
be difficalt to solve, but the difficulties 
indicated above are of a political or 
practical character, capable of solution. 
They do not affect the theoretical valid- 
ity of expansion via paper money when 
monétary needs call for such a course. 
.Nor are the problems any greater than 


39 Velocity of circulation is omitted only to 
simplify the discussion. 
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those involved in the alternate expan- 
sion and contraction of the public debt 
—i.e., thé issuance and repayment of 
bonds. These steps (or their equiva- 
lent) would have to be followed if bor- 
rowings were accomplished through pa- 
per money. Whether the government 
did it directly or through the medium 
of its central bank would make little 
difference so far as economic effects are 
concerned, although public psychology 
might react more favorably to bank sub- 
terfuges than if a more direct course 
were followed. 


CYCLICAL FiscaL Poricv 


The real test for paper money financ- 
ing would come when the time came for 
„the reduction of the monetary supply. 
This will require brave Congressional or 
administrative action. It can be ac- 
complished by the imposition, of taxes 
to bring in money to be taken out of 
circulation, or by appropriations for 
that purpose; the same result may be 
achieved by raising the reserve require- 
ments for banks (which should be raised 
in any case),*° and perhaps, to some ex- 
tent, contraction could be effected by 
open-market operations of the Federal 
Reserve Banks. Doubtless, under the 
present system of unco-ordinated fiscal 
management, action through the bank- 
ing system could be more effectively and 
more easily achieved than through the 
mechanism of taxes and appropriations. 
Currency expansion and contraction 
seem to be taken for granted by citizens, 
but taxes “for the destruction of money” 
would hardly be viewed with compla- 
cency, considering the state of public 
misinformation and its preference for 
things traditional. In any case, it is 
probably doubtful whether the amount 


40 See, for example, Special Report to Con- 
gress, by the Board of Governors of the Fed- 
eral Reserve System, the presidents of the 
Federal Reserve Banks, and the Federal Ad- 
visory Council, January 1, 1941. 
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of currency contraction necessary in the 
future in reference to the defense emer- 
gency would be as great as the amount 
of expansion now requiredein the inter- 
est both of defense and full employ- 
ment. Either open-market operations 
or a change in the reserve requirements 
might, thus, be adequate. These are 
monetary questions to be reserved for 
the future. But the test of fiscal and 
political statesmanship comes when ex- 
pansion must give way to contraction, 
when borrowing must be replaced by 
taxation, or when budgets must be bal- 
anced. It still remains to be demon- 
strated that our democracy can success- 
fully operate a cyclical fiscal-monetary 
policy involving doing the right thing in 
appropriate amounts at the proper time. . 

This constitutes a challenge to gov- 
ernment. If it has learned its first les- 
son in fiscal policy and is prepared to 
discharge without flinching the fiscal 
tasks of recovery and prosperity involv- 
ing the curtailment of relief, public 
works, etc., as employment increases, 
and if it is ready to integrate its fiscal 
and monetary systems, it may contem- 
plate with success more unorthodox 
methods of borrowing and taxation for 
the future. 


'ament. 


CONCLUSION 


To the domestic problem of unem- 
ployment has been adfled the problem 
of international security through rearm- 
The one problem must be 
solved in the light of the other. Until 
full employment is reached, further bor- 
rowing is in order. Meanwhile with the 
expansion of public expenditures and 
the improvements in production, an in- 
creased national income will provide the 
Treasury with augmented revenues. 
Even a surplus of revenues In the face 
of greatly expanded military outlays ap- 
pears to be a real possibility. Thus bor- 
rowing should be limited to the period 
before full employment is reached. The 
type of borrowing to be undertaken 
should be determined in the light of 
monetary requirements. If the nation 
is capable of intelligently managing its 
fiscal and monetary affairs on a cyclical 
basis, borrowing via paper money is an 
appropriate course to consider. When 
currency expansion is no longer appro- 
priate and when full employment is real- 
ized, heavier taxation will be in order. 
Debt retirement at the moment is not a 
problem. It remains for future consid- 
eration. 
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Social and Economic Implications of the National Debt 


By CATHERINE G. RUGGLES 


NCE again we find eurselves in 
one of the darker periods of the 
world’s history, when men’s efforts are 
being devoted primarily to purposes of 
destruction. This fact alone will have 
profound social and economic effects on 
the future, regardless of the avay in 
which the struggle is financed. Accord- 
ing to Gladstone: 


The expenses of a war are the moral 
check which it has pleased the Almighty to 
impose upon the ambition and the lust of 
conquest that are inherent in so many na- 
tions. The necessity of meeting from year 
to year the expenditures which it entails, 
is a salutary and wholesome check making" 
them feel what they are about and making 
them measure the cost of the benefit upon 
which they calculate: 


Today, many people must feel that 
the Almighty has been unduly lenient 
and that this check is one that operates 
only too tardily. Coin is the sinews of 
war, as Rabelais said, and although 
what the coin will buy, and not the coin 
itself, is vital to national defense, the 
way in which the government obtains 
the necessary coin will be very signifi- 
cant from a social and economic point 
of view. 


METHODS oF FINANCING EMERGENCIES 


There are three ways in which a gov- 
ernment may finance a war or any other 
emergency: by taxes, by loans, or by 
the issue of paper money. Each method 
will have different effects on the econ- 
omy. Furthermore, the effects of taxes 
will’ vary with the kinds of taxes im- 
posed, and the effects of loans, with the 
sources from which the loans are drawn. 
It is generally understood today that 

+ Quoted by G. Findlay Shirras, Science of 


Public Finance (3d ed.; London, 1936), Vol. 
II, p. 790. 
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the present generation cannot shift the 
burden of the war to future generations 
by any means of financing. The burden 
can be shifted to the future only in so 
far as the creation of new capital is re- 
tarded, or existing capital, human or 
material, is allowed to depreciate. A 
discussion of the effects and of the rela- 
tive advantages and disadvantages of 
financing by taxation and by borrowing 
is outside the scope of this paper, but 
will be found elsewhere in this volume. 
It is here assumed that the debt is not 
being treated currently, but that it is a 
fait accompli. ( Attention is therefore di- 
rected to Consideration of the social and 
economic consequences of a debt al- 
ready existing, incurred for purposes of 
national defense 

A national debt will have certain ef- 
fects on the economy in the future be- 
cause of the necessity it imposes of 
paying interest.) The principal of the 
debt may or may not be repaid at some 
future date. (Even if the bonds issued 
bear a maturity date, repayment may 
be obviated by refunding.) Therefore, 
since repayment of the principal is prob- 
lematical, but interest must be paid so 
long as the debt exists, attention is here 
centered on the effects of interest pay- 
ments. (An investigation of the social 
and economic consequences of the na- 
tional debt, therefore, requires consid- 
eration of whether or not the aggregate 
and the distribution of national income 


?]t is assumed throughout the following 
discussion that the debt is an internal one. 
To the extent that it causes people to fear 
inflation, the mere existence of the debt, aside 
from the necessity of paying interest on it, 
will have an effect on the economy. But in- 
flation is more likely to be feared, and with 
reason, during the period in which a debt is 
being incurred rather than after it is a fait 
accom li. 
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and national welfare will be altered as 
a result of such interest ue 

Since the payment of interést will 
merely involve a transfer of funds from 
taxpayers to bondholders, «it has some- 
times been argued that there will be no 
net burden on the economy. From this 
viewpoint, society may be regarded as 
an individual, who takes money out of 
one pocket and puts it into, another 
pocket. But the mere transfer of funds 
from taxpayers to bondholders within 
the economy will necessarily have cer- 
tain effects on the production and dis- 
tribution of wealth and income. The 
nature of these effects will vary with 
the distribution of the debt, the kind 
and the amount of taxes levied in order 
to make the interest payments, and the 
course of the business cycle. Obviously, 
taxes for debt service will involve some 
costs of collection. But more. important 
than the costs of collection are the eco- 
nomic, psychological, and social costs of 
debt service, and these require further 
discussion. 


THE SUBJECTIVE Costs 


The subjective or psychological costs 
of' debt service will depend upon the 
attitude of the taxpayers as well as upon 


the kind and the amount of taxes levied.) 


Identical taxes involve a greater sub- 
jective burden after an emergency than 
during an emergency. During an emer- 
gency everyone may make sacrifices 
readily. But one cannot arouse enthu- 
siasm to a very high pitch for paying 
taxes on account of a debt incurred dur- 
ing a past emergency.® {The purpose for 
which the revenue is tò be spent will 
also have an important effect on the 
subjective cost of paying taxes} People 
may be educated to paying heavier 
taxes and to spending a larger propor- 
tion of their incomes collectively rather 


8 Testimony to this fact is found in the suc- 
cessful clamor for a reduction of taxes after 
the Civil War and after the first World War. 
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than individually. But to the majority 
of people the payment of interest on 
the public debt will seem less like col- 
lective consumption than* would expen- 
ditures for Social services.* 

"The subjective cost to the lower in- 
come classes of paying taxes that are 
turned over to the higher income classes, 
apparently for doing nothing at all, will 
be very great. The subjective cost of 
paying taxes for interest on the national 
debt may also be great because of the 
feeling that the burden of the total ex- 
penditure would have been distributed 
more fairly if the debt had not been in- 
curred and the emergency had been met 
by taxation instead. This feeling may 
arise because of the fact that taxes 
Jevied after wars have not b Qo pro- 
gressiye as those levied during wars." 

It is hardly necessary to point out 
that regressive taxes, those which re- 
quire a proportionately larger contribu- 
tion from people with small incomes 
than from people with large incomes, 
will involve greater subjective costs than 
progressive taxes. If taxes were so dis- 
tributed that each individual paid in 
taxes for debt service a sum exactly 
equivalent to the interest he received on 
his debt holdings, taxes would still in- 
volve a subjective burden. It is very 
doubtful whether or not individuals 
would realize that part of their taxes 
was being returned to them in the form 
of interest on their bonds. Even if they 
realized that this was true, it is doubt- 
ful whether or not they would find their 
taxes less burdensome for that reason, 
since most individuals, who give any 
consideration at all to the matte? when 
they buy government bonds, expect that 
the interest they will receive írom their 

4 This would not be so true with a distribu- 
tion of debt holdings like that which would 
result from the Keynes Plan, explained in 
another paper in this volume. 

5 This was true in the decade following the 


Civil War ànd in that following the first 
World War. 
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bonds will exceed the taxes they must st 


pay for debt service.® 

The subjective burden will vary, fur- 
thermore, with'the kind of taxes levied. 
Two taxes requiring the payfnent of the 
same amount of money by each individ- 
ual may have different subjective costs. 
It can be shown that a tax on a com- 
modity for which the demand is elastic 
will involve a heavier subjective burden 
than a tax of the same amount on a 
commodity for which the demand is in- 
elastic; and, furthermore, that unless 
the demand for a commodity that is 
taxed is absolutely inelastic—an unreal- 
istic situation—an income tax that takes 
the same amount of money from indi- 
viduals will involve a smaller subjective 
burden than a commodity tax.* 


Tue Economic Costs 


The transfer of funds from taxpayers 
to bondholders may also be attended by 
certain economic costs. The nature of 
these economic costs will depend to a 
great extent upon the kind of taxes 
levied. Direct and indirect taxes will 
have different effects. cdd 

Among direct taxes, the greatest pro- 
ducer of revenue is the income tax. Let 
us assume that debt charges are to be 
met from an increase in the income tax.? 
Certain subjective costs that result from 
an increase in the income tax will be 
reflected in objective costs. A change in 
attitude as the result of an increase in 


the income tax may cause a redirection 
Wt tiui pn epi eitis aH, 


8 Cf. A. C. Pigou, Political Economy of War 
(London, 1940), pp. 77-79. 

7 For an explanation of this point, cf. U. K. 
Hicks, Se Finances of British Government, 
1920-1936, pp. 252-54, and M. F. W. Joseph, 
“The Excess Burden of Indirect Taxation,” 
Review of Economic Studies, VI (June 1939), 
p. 226. 

8 The debt charges might also be met, in 
part at least, from an increase in the inher- 
itance tax. The effects of the latter cannot 
be discussed here, but an analysis of them 
would follow the same lines as the analysis 
of the effects of the income tax given above. 
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of investment. When there is an in- 
crease in the income tax, individuals will 
probabfy put more of their funds into 
censervative investments and less into 
risky ones. The redirection of invest- 
ment may eventually affect the volume 
of production, since less risky invest- 
ment may mean a “slackening in the 
rate of industrial progress.” ° In gen- 
eral, taxes imposed during a war, inas- 
much as they are known to be tempo- 
rary, will have a very much less grievous 
effect on industry than those imposed 
after a war is over, since the latter are 
of longer or perhaps of indefinite dura- 
tion.!? 

When there is an increase in the in- 
come fax, individuals not only may alter 
the type of their investments, but they 
may also be less inclined to invest at all, 
and may hold more of their-funds- im 
liquid form. A heavier tax is especially 
likely to have this effect during a period 
when an economy is depressed, because 
at such times there is less diíference in 
the amount to be earned by investing 
funds or by holding them in liquid 
form. 

The effect on the supply of capital 
and labor of an increase in the income 
tax will be determined in large part by 
the distribution of the tax and of debt 
holdings. If each individual pays in 
taxes for debt service an amount just 
equal to the interest he receives on his 
debt holdings, the transfer of funds 
from taxpayers to bondholders will 
cause no change in incomes.? The in- 

9? Duncan Black, The Incidence of Income 


Taxes (London, 1939), p. 224. 
10 Cf, A. C, Pigou, “Burden of War and Fu- 


ture Generations," Quarterly Journal of Eco- >> 


nomics, 33 (February 1919), p. 248. 

1t Cf, Hicks, of. cit., pp. 249-52, and Black, 
op. cit, Chap. XVII. 

12 Taxing bondholders in order to pay in- 
terest on their bonds amounts to a capital 
levy equal to the value of the bonds, if there 
is no maturity date on the bonds; if the 
bonds do have a maturity date, they are in 
fact loans without interest. If the bonds have 
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comes of these individuals will be less, 
of course, than they would have been if 
the sum invested in government bonds 
had been invested in a prodtictive man- 
ner, ie. in such a way that in the en- 
suing years it would have produced an 
income without any diminution because 
of taxes. ? But these incomes will be 
no less than if the sum originally in- 
vested in government bonds had been 
paid to the government in taxes. 

The supply of capital and labor might 
be somewhat affected, however, by the 
fact that actual income will be less than 
anticipated income, since most individ- 
uals in buying government bonds either 
do not consider the taxes they will have 
to pay for debt service or expect those 
taxes to be less than the interest they 
wil receive. But whether the discrep- 
ancy between actual and anticipated in- 
come will have the effect of increasing 
or decreasing the supply of capital, is 
a difficult question. There will be a 
change in the amount of exertion that 
labor is willing to put forth, or the num- 
ber of hours it is willing to work, if 
there is any change in the elasticity of 
the demand for income, i.e., any change 
in the relative strength of the desires for 
income and for leisure. The ability to 
save will not be altered by the necessity 
of paying taxes for interest, under the 





no maturity date, the bondholders’ position 
would be unaífected by repudiation of the 
government debt, except in so far as the bonds 
might be used as collateral for loans. 

13 ft is assumed here that those who put 


x{.their money into other investments and who 


hold no government bonds would pay no 
taxes for debt service. 

14 Looking at the situation from a longer 
run point of view, the question of whether or 
not there will be any change in the labor sup- 
ply as a result of a change in population is a 
still more difficult one, although one that 
probably should be considered, since taxes for 
debt service may continue for a generation or 
longer. The birth rate is unquestionably in- 
fluenced by the economic factor, but the latter 
is only one among many factors that influence 
it. Cf. Black, op. cit., Chap. XIII. 
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above assumptions, but the desire to 
save might be affected. When actual 
income is less than anticipated income, 
some people might save more and others 
less than *they would have otherwise 
done. 

In practice, however, the increase in 
the income tax on particular individuals 
or particular classes is not likely to be 
in exact proportion to debt holdings. 
To the extent that individuals in the 
higher income classes pay less, and indi- 
viduals in the lower income classes pay 
more, in taxes for debt service than they 
receive in interest on their bonds, the 
inequality of income will tend to be 
increased. A greater inequality of in- 
come will tend to increase the rate of 
saving, since the higher income groups 
save a larger proportion of their in- 
comes. The effect of a greater in- 
equality of income en the supply of la- 
bor is more uncertain. It is probable 
that the supply curve of labor for indi- 
viduals in the lower income groups is 
negatively inclined, and that a decrease 
in income as a result of the tax will, 
therefore, call forth a greater supply of 
labor. The effect on labor in the higher 
income groups is problematical. It is 
unlikely, however, that the supply of 
labor in these groups will be as re- 
sponsive to changes in income as it will 
be in the lower income groups.'? 

If the supply of capital increases pro- 
portionately more tban the supply of 


15 Jt js difficult to predict the effect that an 
increase in the income tax would have on cor- 
porate savings, since dividend policy is deter- 
mined by many factors besides HOD CE: 
Hicks, op. cit., p. 260. 

18 Cf, Black, oj. cit Chap. XII. From a 
longer run point of view, no definite cenclu- 
sion as to the effect of à greater inequality of 
income on population can be drawn with our 
limited knowledge of the factors aftecting the 
birth rate, but it seems likely that populàtion 
would tend to decline, inasmuch as the eco- 
nomic factor probably affects the birth rate 
more directly in the lower income groups than 
in the higher income groups. 
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labor, there will be an increase in wages, 
and if the supply of labor increases pro- 
portionately more than the supply of 
capital, there’ Will be an increase in the 
interest rate. But since it*cannot be 
determined which factor will increase 
more, or whether or not they will in- 
crease proportionately, no conclusion 
can be drawn as to probable changes in 
the rate of interest or wages. 

The effects of indirect taxes en pro- 
duction are more difficult to trace than 
those of direct taxes. When new taxes 
are levied on commodities, however, 
there will be a change in the pattern 
of production, both because the elastici- 
ties of demand for different products 
vary, and because cost conditions vary 
in different industries. 
direct taxes result in a greater inequality 
of income, the production of investment 
and consumption goods and the produc- 
tion of different types of consumption 
goods will be altered. There will prob- 
ably be some decrease in production in 
the short run, until the factors of pro- 
duction are rearranged. The effects of 
indirect taxes on the volume of produc- 
tion in the long run, through the effect 
they may have on the supplies of the 
factors of production, are difficult to 
predict. It is obvious, however, that 
indirect taxes levied to pay interest on 
bonds, which are held mainly by the 
higher income classes, will reduce in- 
comes in the lower income groups and 
increase them in the higher income 
groups. The effect that this change in 
incomes might have on the supplies of 
the factors of production has already 
been inelicated in the discussion of the 
income tax.  . 

If'there are no forces of an opposite 
nature at work in the economy, the pay- 
ment of interest to bondholders in the 
higher income groups from taxes paid 
by the lower income groups may be ex- 
pected to increase the supply of capital, 
since the higher income groups save a 


In so far as in- : 
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larger proportion of their incomes than 
the lower income groups. The supply 
of labof might also be expected to in- 
crease in the short run, through an in- 
crease in the willingness of labor to 
work longer hours as a result of a de- 
crease in income in the lower income 
groups.’ If the supply of capital in- 
creases, and possibly that of labor too, 
production will be greater than it would 
otherwise have been. 

But if debt service is met by high in- 
come taxes on those classes which hold 
the bonds, the payment of interest will 
cause no change in incomes. Whether 
or not there will be any change in the 
supply of capital or labor under these 
conditions, is uncertain. Even if the 
supply of capital and labor should re- 
main the “same, there might be some 
decrease in production due to a redirec- 
tion of investment or a smaller volume 
of investment resulting from very high 
income tax rates. In short, the pay- 
ment of interest charges from indirect 
taxes may have a favorable effect on 
production, but it will have an unfavor- 
able effect on distribution. The pay- 
ment of interest charges from direct 
taxes, on the other hand, may have an 
unfavorable effect on production. 


Tre Socrar Costs 


The social costs which the transfer of 
funds from taxpayers to bondholders in- 
volves may be fully as important as, or 
more important than, the economic 
costs. Social costs may arise from a 
tendency towards an increase in the in- 
equality of income such as would result 
from levying taxes for debt charges on 
the lower income groups. They may 
also arise from the fact that the amount 
of social services the government can 
provide may be lessened because of the 

17 This increase might be counteracted in 


the long run, however, by a decrease in popu- 
lation. 
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necessity of phying interest on the na- 
tional debt. Social services have been 
defined as "services provided or financed 
by public authorities mainlysout of tax- 
ation, for the purpose of improving the 
welfare, health, or education of the pop- 
ulation.” 3? This definition obviously 
includes all expenditures other than 
those for projects which are self-sup- 
porting. More specifically, social serv- 
ices undertaken primarily to benefit the 
lower income groups include such ex- 
penditures as those for education, 
health, recreation, unemployment relief, 
pensions, and some expenditures for 
housing. 

Public expenditures may be of three 
kinds—they may be productive and add 
to national income, they may be pro- 
ductive and add to national welfare 
though not to national income, or they 
may be ugproductive. Whether social 
services increase national income or 
merely national welfare, is uncertain; 
probably some of them increase both 
whereas others increase only national 
welfare. On the other hand, the higher 
the standard of living attained, the less 
likely are social services to increase na- 
tional income. This is true for two 
reasons. 

In the first place, a certain amount of 
educational services will obviously in- 
crease the efficiency of labor; there will 
therefore be an increase in national in- 
come and an increase in labor’s share 
of the total product. As educational 
services are further expanded, however, 
the efficiency of labor is likely to be 
increased in lesser degree, although its 
capacity to live a fuller life may be 
greatly enhanced. So with pensions; 
the assurance of having an adequate al- 
lowance during periods of unemploy- 
ment or during old age may relieve the 
laborer of worry and thus increase his 


18 Hicks, oj. cit., p. 47. Services originally 
financed by loans are included, because the 
loans are “ultimately financed by taxes.” 
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efficiency. But once this worry has 
been banished, the assurance of a higher 
standard may not be reflected in in- 
creased efficiency. Likewise with parks; 
a certain umber of them in congested 
areas may lead to an increase in effi- 
ciency by improving the health of the 
laborers and their attitude towards their 
work, but the more parks are multiplied 
the less likely they are to increase effi- 
ciency» and therefore national income, 
although they may continue to add to 
national welfare. » 

In the second place, to the extent that 
the supply curve of labor is negatively 
inclined, an increase in income may re- 
sult in a reduction in the supply of labor 
—i.e., labor wil work shorter hours as 
its income is Increased by social services. 

It is generally recognized that there 
is a limit to the amount of revenue a . 
government can coMect in taxes either 
from any one income class or from the 
economy as a whole. "This limit is not 
the same at all times, of course, but 
varies with different circumstances. 
Such a limit exists, moreover, only to 
the extent that taxes are used in such 
a way that they do not increase national 
income. But in view of the fact that 
there is a limit, the larger the amount 
that must be used for debt service, the 
smaller will be the amount available for 
social services that might add greatly 
to national welfare. Furthermore, in so 
far as social services are supported by 
taxes on the higher income groups, they 
constitute a redistribution of income. 
The benefit received from social services 
is very much greater in the lower in- 
come groups than in the highe® income 
groups. It follows that the larger the 
proportion of the taxes paid by the 
higher income groups which must be 
returned to them in the form of debt 
service, the smaller the proportion 'that 
can be used for social services—either 
for those that increase national income 
or for those that leave national] income 
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unchanged but increase national wel- 
fare. 
[n other words, the necessity of pay- 
inf interest on*the debt may result in a 
smaller redistribution of i®come than 
would have taken place had there beén 
no debt. Unless the limit of tax collec- 
tions has actually been reached, of 
Voire increased debt charges will not 
Inecessarily result in a reduction in so- 
cial services. The more neamy this 
limit is reached, however, and the small- 
er the margin between actual tax col- 
lections and possible tax collections, the 
more likely it is that greater charges for 
debt service will mean fewer social serv- 


ices) 


REPAYMENT OF THE DEBT 


Since the government is regarded as” 


a permanent entity, the question arises 
as to whether it is necessary to repay 
the national debt. Some have argued 


that the repayment of the national debt - 


is unnecessary, since the debt will grow 
less burdensome with time, while, on 
the other hand, others contend that the 
debt should be repaid because it will 
grow more burdensome with time. The 
conclusion that the debt will become less 
burdensome is based on the assumption 
that wealth and population will con- 
tinue to grow. This argument is losing 
much of its force today, however, be- 
cause of the prospect of a stationary 
population and the fact that our eco- 
nomic system is not expanding at so 
fast a rate as previously. 

The conclusion that the debt will be- 
come more burdensome with time is 
based en the assumption that prices will 
be lower in later years than in the years 
when the debt was contracted. But in- 
sufficient attention has been given to the 
importance of the cause for the fall in 
prites. If prices fall because of a de- 
crease in the circulating medium, it is 
true that interest payments will become 
a heavier burden. If prices fall, how- 
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ever, as the result not df a change in 
the quantity of the circulating medium 
but of*an increase in the quantity of 
goods, or of an increase in the quantity 
of the circulating medium relatively less 
than that in the quantity of goods, in- 
terest payments will not be more bur- 
densome in spite of lower prices. In 
other words, in a period of falling prices 
brought about by an increase in the 
quantity “of goods, debtors are not in- 
jured, but rather debtor and creditor 
both share in the greater quantity of 
goods. 'The argument for repayment on 
the grounds that interest payments will 
be more burdensome after a fall in 
prices remains valid, however, in so far 
as there are prospects of deflation.!? 

The repayment of the national debt 
has sometimes been advocated on the 
grounds that the bondholders form a 
class which is guaranteed a Jiving with- 
out working, and that it would be better 
not to perpetuate the existence of such 
a class. Inasmuch as the bondholders 
might have invested their funds in other 
securities if they had not bought govern- 
ment securities, this argument is obvi- 
ously directed against the payment of 
all interest and not merely against the 
payment of interest on government se- 
curities. Under our present economic 
system, it must be recognized that the 
factors of production are not rewarded 
solely on the basis of merit or effort ex- 
erted. 

Another argument in favor of repay- 
ment of the public debt is the contention 
that it would increase the rate of sav- 
ings and the accumulation of capital. 
This argument assumes that taxes for 
debt service are levied on the lower 
income groups and paid to the higher 
income groups, thus accentuating the 
inequality of income. It assumes that 
the funds collected from taxpayers 
would have been spent, and that bond- 


19 Cf, William Withers, Retirement of Na- 
tional Debts, Chap. V. 
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holders reinve¢ an amount equal to the 
value of their bonds. An increase in 
savings, however, would be regarded as 
very undesirable by the secular stagng- 
tionists, or those who beljeve that our 
economy has matured and that there are 
few opportunities for investment. But 
even those who do not share this view 
of our economy and who are not wor- 
ried by an increase in savings, would not 
approve an increase in capital at the 
expense of greater inequality of income. 

There are two essential reasons, how- 
ever, why some effort should be made to 
repay the national debt. In the first 
place, it should be obvious from the 
foregoing discussion that the national 
debt is a burden on the economy since 
the continual transfer of funds from 
taxpayers to bondholders involves cer- 
tain psychological, economic, and social 
costs. The necessity of levying taxes 
for interest payments may have an un- 
fortunate effect on production by redi- 
recting investment or decreasing the vol- 
ume of investment, or it may increase 
the inequality of income. Under cer- 
tain conditions it may also mean a 
smaller amount of social services and, 
therefore, a smaller redistribution of 
income than would have taken place 
otherwise. 

In the second place, some unused 
financial capacity should be available 


in case of emergency. If there ever was 
any doubt as to the validity of this 
argument, recent events should have set- 
tled the matter for all time. “War eco- 
nomics always reaches into peacetime 
nfeasures. . . . As long as war exists as 
a possible resort of national policy, the 
state must be prepared for it." ?° Ven- 
ice acknowledged this fact many years 
ago by inscribing in her armory, “Hap- 
py is that city which in time of peace 
thinks of war." ?! 

The nearer a government approaches 
the limit of the amount it can tollect in 
taxes, the smaller the margin it has left 
for increasing taxes. A government 
may borrow, of course, in time of emer- 
gency, but it cannot borrow for long 
without levying taxes for interest, since 

*the credit of the government depends 
upon both its ability and its willingness 
to tax. Repayment, would not be ad- 
visable, needless to say, if the taxes 
necessary to accomplish it so weakened 
the economy that even with a smaller 
debt it would be less well equipped to 
meet an emergency, than if it had a 
larger debt and had not been so weak- 
ened. 


20 Hans Speier and Alfred Kahler (Eds.), 
War in Our Time (New York: W. W. Norton, 
1939), p. 206. 

21 Robert Burton, Anatomy of Melancholy, 
Part II, Sec. III, Member VI. 
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Loans Versus Taxes in Defense Financihg 
By Hangrzv L. LurZ 


e 


NY discussion of whether to use 
loans or taxes to finance defensé 
expenditures is, in a sense, academic, for 
Congress has already gone a long way 
toward a final decision in favor of the 
—áÜ—ÁtáHPÜ, 
two revenue measures enacted in.1940, 
but the revenue to be anticipated from 
these acts will not suffice to,balance the 
redefensé Budget unless a far different 
policy is to be taken toward nonessential 
expenditures than has thus far been 
manifested. Notwithstanding the cam- 
ouflage that was attempted in the First 
Revenue Act, to the effect that the tax 
incredses in this Act were for defense, 
the fact remains that there has been, to 
date, no actual taxation for the defense 
program, nor can there be such taxation 
until the predefense deficit has been 
eliminated. 


How SHOULD DEFENSE BE FINANCED? 


In the meantime, many billions have 
been appropriated for defense. No 
method of providing all of the funds ap- 
propriated and authorized is in sight. 
The First Revenu iof 1940 author- 
ized an increase of four billions in the 
public debt, fto consist of issues not to 
exceed five years! maturity, and to be 
retired by “earmarked” receipts from 
the tax increases made by that Act) 
Obviously, in default of a revenue pro- 
gram far more comprehensive than has 
yet beam suggested, the whole of the 
defense cost must be financed by bor- 
rowing that is not now authorized. 

In one respect, the nation is in an 
extremely uncomfortable position with 
regard to the methods of financing de- 
fense. Its public debt is already at a 
level which calls for caution and pru- 


dence in further additions the total. 


If one considers simply the public debt, 
a strong case appears for putting the 
defense costs on a cash basis. But the 
nation's tax load is also heavier, both 
absolutely and in relation to national 
income, than it has ever been before 
Some Fedéral taxes‘are fairly close t 
maximum productivity, and in a few 
cases the rates may be above the level 
of maximum revenue return. Certainly 
the prospect of paying for defense by 
using the conventional methods of Fed- 
eral taxation is very slight indeed. 

The horns of this dilemma have been 
sharpened by the unsound fiscal meth- 







* ods that have been used during the past 


decade. Because of these methods and 
the results which they have brought, the 
future task of defense financing will be 
vastly more difficult, however it is to 
be done. It is not a question now as to 
which horn of the dilemma is the sharp- 
er; both are sharp. There can be no 
escape from heavy sacrifice, part of 
which will be the final zi of the 

The 


overdue costs of “boondoggling.” 
onl j open for discussion is 


whether or fense 
rt a ill borrowin de-. 
fense. Is toothache easier or harder to 


bear than having the tooth pulled? 
Before there should be any talk of 
how to pay for the extraordinary costs 


of defense, it_is impe tative that drastic 
reduction en ntial 


categories of Federal expenditure. No 
consideration whatever has been given 
to this matter, either by Congress or by 
responsible administrative officers. Yet, 
sufély no argument is necessary to es- 
tablish that precisely such action should 
be taken. Indeed, it should have been 
taken concomitantly with the launching 
of the huge defense program. Not less 
than one billion dollars could and should 
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have been cub from the aggregate of the 
nonmandatory expenditures. ' 

It is impossible to forecast even a 
tentative budget for the defense period. 


: Defense appropriations.plus contract 


authorizations now total eighteen billion 
dollars, and the size of the deficits of 
the next two or three years will de- 
pend on the rate of spending actually 
achieved. That this deficit will be of 
the magnitude of six to seven billions 
annually appears now to be a conserva- 
tive guess. 


^ UNDERLYING PRINCIPLES 


In approaching the question of financ- 
ing the defense program by taxes, loans, 


or by some combination of loans and , 


taxes, it will be well to consider first 
the general principles that have been 
evolved tq guide administrators in deal- 
ing with expenditures of lesser magni- 
tude and with issues of lesser gravity. 
These principles are not immutable, 
never to be disregarded under any con- 
ditions. 'They constitute a statement of 
good policy, to be departed from only 
under the most urgent pressure. Paren- 
thetically it may be said that they have 
been disregarded in recent Federal 
financing, not because of the continuous 
pressure of serious emergency, but be- 
cause of a fiscal philosophy under which 


debt practices once severely condemned 


as fiscal vices were praised as fiscal vir- 
tues. 

` The first rule is that there should be 
no borrowing for current operation 
costs. Its wisdom is so obvious as to 
require no comment, 

The second rule is that borrowing 
may be used to finance the cost of bona 
fide, self-liquidating projects. In such 
cases the debt is primarily a pledge to 
apply the earnings of the project to 
interest. and principal payments. Un- 
der proper management, and with a 
prudent choice of undertakings, there 
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will ce no general tax levy in the future 
to redeem such pledges. 

Only a small part of the present gross 
Federal debt has been cfeated to finance 
bona fide,®self-liquidating projects. On 
the contrary, a substantial portion has 
been issued to pay current operating ex- 
penses, and the bulk of the remainder 


`, has..been created to finance general im- 
„provements. Since these improvements 


yield mo direct revenues, their advan- 
tage to the community is only indirect, 
and it is not.always a positive quantity. 
Whether a community should finance its 
general improvements by borrowing or 
on a pay-as-you-go basis is a matter for 
the people to decide as a question of 
policy. It is obvious, however, that in 
so far as loans are used for this purpose, 
they should be retired within the useful 
life improvements. Obsolescence 
may require an even more rapid rate of 
debt retirement. The fundamental idea 
underlying all of these rules of debt pol- 
icy is that a steady increase of the debt 
load is not a good thing. Adam Smith 
said long ago: “The practice of funding 
has gradually enfeebled every state 
which has adopted it.”* Despite all of 
the illusory legerdemain used to prove 
the advantage of large and increasing 
public debt, this criticism has never 
been refuted. It is impossible to find 
a nation or a city of which it can be 
truly said that it is bettet.off with a 
large debt than it would be if it were 
free from debt. - 


RESUL D 


If we apply these rules to afmament 
financing, the following results appear. 
(1) The cost of the defense estab- 


lishment is in part the expense of cur- >: 


D 


rent operation and upkeep, and in part 
the expense of providing more or*less 
durable equipment of a military nature. 


1 Adam Smith, Wealth of Nations (Cannan 
edition), Vol. II, p. 414. 
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Since none of this equipment is in the 
self-liquidating category, we are con- 


cerned only with the proper methods of 


financing large, specialized expenditures 
which are to be made either Yor operat- 
ing costs or for goods that are analogous 
to durable improvements. 

(2) According to the rules of good 
fiscal policy, the operating costs of the 
defense systest SESULT Bo covered out 
of current revenue. If the accounting 
system were properly devised, and it 
should be, it would show the segregation 
between the current operating costs of 
the defense establishment and the ex- 
penditures for what may be called dura- 
ble equipment. If this establishment is 
maintained after the present emergency, 
at anything like the level to which it is 
to be built, the annual maintenance cost 
will be between three and four billions. 
This represents the bare minimum of 
additional taxation for defense that 
should be imposed as its cost rises. 
There would seem to be no better case 
to borrow, year after year, to pay op- 
erating costs of this character than to 
borrow indefinitely to pay any other 
current expense. l 

(3) With respect to the durable 
equipment of defense, from battleships 
to planes, tanks, and‘rifies, it might ap- 
pear, at first thought, that the use of 
loans to finance the cost of this equip- 
ment would be proper, following the 
analogy of the financing of other dura- 
ble public improvements. But if this 
analogy is carried through, it raises the 
question of useful life. The useful life 
of a battleship depends on whether it 
stays #Hoat until it is obsolete or is 
sunk in action long before obsolescence 
is evident. In actual war, all military 
equipment is subject to extraordinary 
depreciation in use, and it is futile, un- 
der’ war conditions, to consider any of 
it as baving more than a current use- 
fulness. 

(4) In proportion as the prospect of 
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actual war increases, therdfore, the use- 
ful life of armament shortens. Borrow- 
ing to ‘pay for such equipment ap- 
preaches the situation of borrowing to 
pay for current expenses. Even with- 
out war, this becomes true of equipment 
subject to a high obsolescence factor, 
such as airplanes. The more rapid the 
changes of design and the more exacting 
the requirements of speed, flight range, 
maneuverability, lifting power, and arms 
equipment, the shorter is the useful life 
of the existing stock of war planes. To 
issue 20- or 30-year bonds to pay for 
airplanes which must be discarded as 
obsolete for fighting purposes within 
two or three years becomes analogous 
to issuing bonds to buy brooms for the 
street-cleaning department. 

(5) On the basis of sound debt man- 
agement, everything points to the pref- 
erence for taxes over loans asthe proper 
method oann defense prep, g defense prepara- 
tions. Loss, wastage, and obsolescence 
are so heavy as to involve extensive 
debt pyramiding, if this method is used, 
unless the loans are held to very short 
maturities and a rigorous policy of debt 
retirement without refunding is fol- 
lowed, After the initial breathing space 
provided by the loan method, the taxa- 
tion required for such a policy of debt 
amortization would be virtually as 
heavy as that which would be required 
to establish the program on a cash 
basis from its inception. 


Peace ATTITUDE AND DEFENSE 
PREPARATION 


It is important, also, to consider the 
possible duration and intensity of the 
armament spending. While public opin- 
ion is divided, there is probably a ma- 
jority opinion in favor of keeping out 
of the war. This may or may not be 
possible. No other nation has ever suc- 
ceeded in wholly preserving its peace 
attitude while engaged in constructing a 
vast military machine. We are about 
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to discover whether or not that is pos- 
sible here. But the decision may not 
lie with us. Actual participation in the 
war would involve expense*that word 
very likely result in a heavy mortgage 
on the future. While the country is 
still nominally at peace, and while it is 
incurring costs which may be only the 
prelude to the far greater costs of war, 
it would be the height of improvidence 


to increase the mortga 0- 
duction and taxable capacity by further 


heavy borrowing now. 

If the people were so disposed, the 
full cost of defensive preparation could 
be paid out of current taxation. In the 
physical or material sense, these prep- 
arations deal only with things being 
currently produced. They constitute a 
diversion, from the stream of national 
production, of a certain quantity of 
materials which are to be fabricated and 
used in one way rather than another. 
Ships, guns, uniforms, tanks, and air- 
planes must be made out of materials 
actually in hand. Likewise, the capital 
apparatus required to make these war 
supplies must be constructed out of 
materials which exist now. Neither the 
machinery to make guns nor the guns 
themselves can be made today out of 
steel that is *on order,” to be produced 
next year or five years hence. On the 
side of physical production, there is no 
analogue to the fiscal practice of antici- 
pating future income through borrow- 
ing. 


DIVERSION OF PURCHASING POWER 
TO PUBLIC USE 


To accomplish this diversion of ma- 
terials from civilian to military use, 
there must be a parallel diversion of the 
money income stream from civilian con- 
sumption to the purpose of paying for 
the military supplies and equipment. 
As an illustration, assume that the 
national income produced is $75,000,- 
000,000, of which one-tenth, or $7,- 


HE ANNALS OF THE AMERICAN ACADEMY 


500,000,000, is to be diverted into the 
implements and materials of warfare. 
Assume, further, that the national in- 
come paid out is $7 5,000, 000,000. Then 
an absorpfion of one-tenth of this in- 
come payment stream would cover the 
cost of the physical goods diverted into 
war matériel, and the operations of the 
economy as a whole would remain in 
balance. This is a simplified way of 
saying* that if the government is to 
spend $7,500,000,000 a year on defense, 
it can, if the people approve, meet that 
cost by taking $7,500,000,000 a year 
out of the income stream which flows 
into the hands of the people. The di- 
version of purchasing power to public 
use would thus pay for the goods di- 
verted to public use, at the prevailing 
level of prices. 

Suppose, however, that government 
goes to the opposite extreme and levies 
no additional taxes for its defense costs, 
but makes payment by creating new 
purchasing power through the issue of 
bonds. There would be available an- 
nually for civilian consumption, and for 
additions to the stock of capital appa- 
ratus, a supply of materials valued at 
$67,500,000,000. But there would be 
available a total purchasing power of 
$75,000,000,000. {In order to equate 


the available goods and the aggregate 


buying power, the prices of goods would 


be forced upward unless there were 


price control or a rationing of deliveries 
among the buyers. Price control with- 
out rationing would intensify the scram- 
ble to acquire goods and would probably 
lead to a considerable hoarding of vari- 
ous sorts of merchandise and Supplies} 

If government should curtail civilian 
power to spend for consumption or for 
capital increase in proportion as it cur- 
tails, through diversion to defense pur- 
poses, the supply of goods available’ for 
consumption and capital increase, there 
would be no general dislocation of 
prices. Price adjustments in particular 
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cases might be necessary, if the war de- 
mand for c€rtain things were greatly in 
excess of the total production of these 
things, or in so Tar as this demand made 
heavy inroads into the supply of goods 
which are as essential to civilian as to 
military use. 


FINANCING DEFENSE OUT oF CURRENT 
INCOME 

While it can be shown, on paper, to 
be possible to defray the expense of 
war or of defense preparation gut_of 
current ihcome, this demonstration, as 
an exercise in logic, does not establish 
either the desirability or the political 
expediency of so doing. There are some 
realistic obstacles which are likely to 
compel acceptance of some compromise. 


First, there is the size of the pre- ° 


defense, nonmilitary budget, and the 
level of the taxes required to support 
that budget. It is_always irksome to 
pay taxes, and even if the citizen ‘tis 
shown that there would be no reason 
for his retaining more than 90, or 75, 
or 50 per cent of his income because 
that remainder would buy all of the 
goods he would be permitted to acquire 
under the rationing system, the chances 
are that he would protest any great tax 
increase above the customary level. If 
the people are already being taxed heav- 
ily to support an ‘inflated budget for 
nondefense purposes, further heavy tax 
increases to pay for defense will be the 
more difficult to impose. An essential 
prerequisite to drastic taxation for de- 
fense purposes is the reduction of non- 
essential expenditures. 

Secon, there are the academic objec- 
tions to the only kind of tax that would 
do the job. In the illustration given 
above, it was assumed that the amount 
of materials and of income, respectively, 
to Be diverted to defense was to be in 
addition to the current costs of govern- 
ment and current taxes, except in so 
far as economies could- be effected in 
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nonessential categories d the public 
services. In tackling such a job as the 
diversion of one-tenth of the national 
income for the special purpose of pay- 
ing for defense, it is futile to rely on 
the taxes now in use, such as manufac- 
turers’ excise taxes, personal or business 
net income taxes, profits taxes, and 
estate taxes. "The only way to divert 
one-tenth of the national income is to 
take one'dollar in every ten of that 
income, with no exemptions, credits, or 
allowances. In short, a tax of 10 per 
cent of the total national income paid 
out would be required. 

A 10 per cent levy on gross income is 
a very old idea. As the tithe, or the 
tenth Dart of all income including the 
increase of flocks and herds, it was a; 
familiar method of supporting the insti- 
tution of religious worship, both in the 
days of Moses and in the Igng history 
of the Christian church. If it is proper 
for everyone to contribute his “tenth” 
to support the Lord's work, it is equally į 
proper for everyone to contribute as- 
much in order to fight the Devil's work 
of war and destruction. 

It should be clear that the 10. per 
cent rate is tentative and illustrative. 
The defense effort is badly co-ordinated, 
with reliance principally on huge appro- 
priations rather than intelligent, expert 
planning. Whether more or less than 
10 per cent of the national product can 
be effectively diverted to armament will 
depend on the success achieved in step- 
ping up production, breaking bottle- 
necks, and planning a realistic defense 
program. The proposal made here. is 
that the defense program, whatever its 
scale, be paid for by a corresponding 
diversion of income paid out, by means 
of à proportional tax on individual gross 
incomes, 

o such a method of taxation, what- 
ever the rate, there would be strenuous 
objection from the academicians, who 
would invoke in opposition all of the 
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threadbare afoumdnts about regression, 
ability, and progression. The most su- 
perficial consideration of the rates and 
the yields, actual and estimated, of the 
various taxes now in useewould demon- 
strate that no degree of juggling or 
squeezing with these taxes would pro- 
duce revenue in the magnitude required. 

A limited outlook regarding the kind 
of taxation to be employed is apparent 
in Seligman’s discussion of the use of 
loans and taxes in the financing of the 
last war? (He assumed that the war 
taxes would be levied largely on busi- 
ness enterprises and corporations, and 
on personal net incomes, and he took no 
account of the fiscal possibilities of a 
moderate tax ‘on all gross Income.) 


( Hence he concluded that loans were . 
inevitable, but events have próved the’ 


weakness of his conclusion. That con- 
clusion wąs conditioned on the under- 


standing that all the charges of the war - 


will finally have been met before the 
period when the recurrence of a similar 
outbreak is within the realm of proba- 
bility.” But the United States is fac- 
ing a huge defense program, and the 
possibility of war, with three-fifths of 
the debt incurred in the last war still 
unpaid. Events, together with a finan- 
cial mismanagement wholly beyond the 
comprehension of this able authority, 
have rudely upset his conclusion that 
war financing may legitimately include 
a substantial amount of borrowing.) 


PropuctivE Forces Musr Not 
Be RESTRICTED 


_A practical consideration of the great- 
est importance is that nothing be done 
to restrict the nation’s productive forces 
or the expansion of its capital equip- 
ment. This is vital, both with respect 
to the prosecution of, the defense activi- 


2E. R. A. Seligman, Essays in Taxation 
(9th ed.; New York: The Macmillan Com- 
pany, 1921), Chap. XXIII. 

8 Ibid., p. 736. 
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ties and also with respect to the post- 
defense or postwar period j The most 
idiotic proposals of all are those which 
contemplate a so-called * draft" of prop- 
erty in th8 event of war. 

The provision of a large and steady 
stream of materials for the construction 
of a defense macbine, or for its support 
in time of war, requires an extraordi- 
nary rate of production, a rate far, be- 
yond «hat required for normal peace- 
time purposes. This is because of the 

extraordinary wastage factor. The steel 
that goes into a farm tractor has a use- 
ful life measured in years, and a scrap 
value afterward. The steel that goes 
into a destroyer or. a tank may have a 
useful life of fifteen minutes in action, 
and no recovery value. The worst form 
of sabotage is taxation or other govern- 
mental policies that impair or impede 
the operation o£ tke productive forces 
at maximu ity. 

A tax on al gross income received 
by individuals will not retard the pro- 
ductive forces in the way that they will 
be retarded by heavier taxes on business 
or on profits and net incomes. A gen- 
eral tax on individual gross incomes will 
curtail civilian consuming power, but 
the defense demand will curtail the sup- 
ply of goods available for civilian con- 
sumption anyway. \(More severe taxa- 
tion of business, or of profits and net 
incomes, will retard productive effort by 
reducing the funds available for capital 
expansion. Since such taxes cannot 
possibly provide enough revenue to put 
the defense system on a cash, pay-as- 
you-go basis, the result of using such 
taxes would be, first, to impaii® produc- 
tion and, second, to make heavier bor- 
rowing imperative. i 

The principal danger of severe taxes 
on so-called excess profits is in the 
short-range viewpoint of such tàxes. 
The business concerns engaged in exe- 
cuting defense contracts do not require 
the stimulus of unusual profits. That 
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business is definite, payment is assured, 
and special arrangements have at last 
been made for the amortization of extra- 
ordinary capital" expenditures required 
for the fulfillment of these co&tracts. 


AVOIDANCE OF POSTEMERGENCY 
DISASTER 


A statesmanlike understanding of the 
national problem would go, however, 
beyond the immediate emergency. It 
would not be deceived by the false and 
temporary prosperity of a war boom. 
It would perceive that after the emer- 
gency will come the great problem of 
readjustment to the ways of peace. It 
would therefore be facing, even in the 
emergency, and particularly while that 
emergency does not involve the nation 
in a life and death struggle, the question 
of how to sustain a level of production 
and employment that will prevent a se- 
rious depression later. 

Obviously, the way to avoid post- 
emergency economic disaster is to be 
ready at that time with new industries, 

ew products, new enterprises. ‘These 
new activities do not emerge overnight, 
fully developed and ready to absorb 
thousands of workers. They come only 
as a result of prolonged, widespread 
search and experimentation. They will 
not be ready, a few years hence, without 
a substantial volume of exploratory, ad- 
venturesome investment in the search 
for them during the emergency years.) 
{The promotion of that pioneering’ in- 
vestment requires only one thing——the 
chance to make, if successful, a profit 
commens@rate with the risk.) If we are 
to avoid the conclusion that the nation 
must remain permanently on a war 
basis as the only means of providing 
jobs for workers and an outlet for capi- 
tal, ve must begin now to get ready for 
the transition. (rs way to begin is to 
stop hating profits, stop penalizing prof- 
its by drastic taxation, and stop doing 
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all of the other thingslby ich govern- 
ment has stifled the spirit of enterprise] 


THE Pay;as-You-Go ARGUMENT 


No better statement has been made 
of the arguments for pay-as-you-go, 
even in war, and against the increase of 
public debt, than was ‘made by Adam 
Smith. Smith is out of fashion now, 
but this does not deprive his words of 
their wisdom. He said: 


were the expense of war to be defrayed 
always by a revenue raised within the year, 
the taxes from which that extraordinary 
revenue was drawn would last no longer 
than the war.) The ability of private peo- 
ple to accumulate, though less during the 
war, woüld be greater during the peace 
than under the system of funding. . .. 


*Wars would'in general be more speedily 


concluded, and less wantonly undertaken. 
The people feeling, during the continuance 
of the war, the complete burden of it, 
would soon grow weary of it and govern- 
ment, in order to humor them, would not 
be under the necessity of carrying it on 
longer than it was necessary to do so. The 
foresight of the heavy and unavoidable 
burdens of war would hinder the people 
from wantonly calling for it when there 
was no real or solid interest to fight for. 
The seasons during which the ability of 
private people to accumulate was some- 
what impaired, would occur more rarely, 
and be of shorter continuance. Those, on 
the contrary, during which that ability was 
in the highest vigor, would be of much 
longer duration than they can well be 
under the system of funding.* 


These observations are as valid with 
respect to the defense program as they 
would be tó"a war program. Smit}’s 
comment on b 
quoted below, is likewise as valid when 
the debt has been incurred for boon- 
doggling and defense as when it has 
been incurred for war. He said: 


(When national debts have once been ac- 
cumulated to a certain degree, there is 
* Smith, op. cit., Vol. II, pp. 411, 415-416. 


* 
* 
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scarce, I belifve, a single instance of their 
having been fairly and completely paid. 
The liberation of the public revenue, if it 
has ever been brought about, at all, hag al- 
ways been brought about by a bankruptcy; 
sometimes by an avowed one, but always 
by a real one, though frequently by a pre- 
tended payment. ) 

The raising of*the denomination of the 
coin has been the most usual expedient by 
which a real public bankruptcy has been 
disguised under the appearance of a pre- 
tended payment... . A pretended payment 
of this kind . . . instead of alleviating, 
aggravates in most cases the loss of the 
creditors of the public; and without any 
advantage to the public, extends the calam- 
ity to a great number of other innocent 
people. ... When it becomes necessary for 
a state to declare itself bankrupt, in the 


same manner as when it becomes neces. 


sary for an individual to do so, a fair, 
open, and avowed bankruptcy is always 
the measyre which is both least dishonor- 
able to the debtor, and least hurtful to the 
creditor, The honor of a state is surely 
very poorly provided for, when, in order to 
cover the disgrace of a real bankruptcy, it 
has recourse to a juggling trick of this 
kind, so. easily seen through, and at the 
same time, so extremely pernicious. 


Despite all of the reasons that might 
be assembled to show the wisdom of 
putting the whole defense cost on a cash 
basis, there is likely to be, from some 
quarters, strong pressure to disregard 
the future and borrow for this cost. 
Should this policy prevail, it is of the 
greatest importance that the borrowing 
be done in the least harmful way, name- 
ly, as an actual absorption of the pur- 
chasing power of the pegple. Sale of 
bonds to the banks is the easiest way, 
but this method will lead, eventually 
and inevitably, to inflation. In so far 
as bonds are to be used, they should be 
sold directly to the people and paid for 
by them out of savings or current in- 
come. Banks should not be permitted 
to own them or to accept them as loan 
collateral. Only as the borrowing proc- 
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ess constitutes a genuine diversion of 


income from the people to the govern- 
ment can the horrors of inflation be 
completely avoided." 

6 


SACRIFICE PERIOD Is 
LENGTHENED 


Even this method of defense financ- 
ing, though it be the least objectionable 
of the forms of borrowing, suffers from 
the handicap that it prolongs the pe- 
riod of sacrifice, particularly by con- 
sumers. They must curtail’ consump- 
tion during the defense effort, because 
of the diversion of goods. If they are 
taxed then, the sacrifice of income is no 
greater than the sacrifice of consump- 
tion which is made necessary by the 
diversion of goods into armament. If, 
they reduce current income in order to 
buy bonds, the current effect is no dif- 


Sn ee a een meee A oup quei qa, 
rent from if 


the loan method is used, consumers 
must endure a second period of depriva- 
tion while paying the taxes to su ort 
and redeem_these bonds. That taxation 
will be imposed in the postdefense or 
postwar era, when there is no reason to 
curtail consumption, but, on the con- 
trary, every reason to expand it. If the 
total debt should rise to a level which 
could not be supported, and a direct or 
an indirect bankruptcy should be re- 
sorted to, the people who had endured 
the deprivation of the defense period 


_would again suffer through the losses of 


such an operation. And this suffering 
would go far beyond material privation. 
An indefinite increase of the public debt 


* 

5 Note the significant reaction of both se- 
curity and commodity markets to Secretary 
Morgenthau’s suggestion, on November 7, 
1940, that a debt limit of sixty or sixty-five 
billion dollars should be provided. Despite 
the Secretary’s assertion that President Roose- 
velt would prevent inflation, those more fa- 
miliar with finaycial history and with financial 
and economic processes will take a different 
view. 


LOANS VERSUS TAXES IN DEFENSE FINANCING. 215 


is the surest and shortest way to a to- we have the nerve arfd the will to put 
talitarian receivership. There is time defense on a cash basis in’ the greatest 
yet to avoid this disaster, but only if degree póssible. 
Harley L. Liftz, Ph.D., LL.D., is professox of public 
finance at Princeton University. He was formerly 
president of the National Tax Association and has 
served as adviser on tax problems to Federal, state, 
and foreign governments. He is the author of “The 
State Tax Commission” (1918), “Public Finance” 
(3rd ed., 1936), “The Taxation of Public Securities” 
(1939), “The Taxation of Railroads in New Jersey” 
(1940), and is a contributor.to various periodicals. 
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Report bf the Board of Directors to the Membership of 
The American Academy of Political and Social 
Science for-the Year 1940* : 


NCE more the American Academy 
can record with satisfaction a suc- 
cessful year of work. More new mem- 
bers have joined the Academy than in 
any other twelve-month period within 
the last dozen years. Meetings ‘have 
been well attended and have been given 
excellent publicity. Correspondence with 
members and others has increased. The 
finances of the Academy, as shown by 
the report of the Treasurer, indicate that 
receipts and expenditures have been kept 
in satisfactory balance. 


MEETINGS 


The Forty-fourth Annual Meeting of 
the Academy was held on April 12th 
and 13th, 1940. The subject was “The 
United States and Durable Peace” and 
the attendance was excellent, while all 
present were particularly thoughtful 
over the important questions raised by 
the two days of discussion. The pro- 
ceedings of this meeting appeared later 
as the July issue of THe ANNALS but 
under the title “When War Ends." 

On October 5th, an evening session 
was held on “America’s Food and 
Europe’s Needs.” Those present fol- 
lowed the discussion with even more 
than the usual care. The meeting was 
one of the first in the country to empha- 
size the importance of the issue that was 
considered. Because public attention is 
being increasingly drawn to the short- 
age of food in many parts of Europe, 
the three papers presented at this meet- 
ing have been printed as Pamphlet No. 
10. While these pamphlets are usually 
not distributed to all members of the 
Academy, but are instead sold to any 


* Presented at the Annual Business Meeting 
of the Academy, Monday, January 20th, 1941. 


‘who may desire to purchase them, an 


exception is made with Pamphlet No. 
10, which has been mailed out to all 
members, without extra charge. 

Other meetings are being planned. 
The Annual Meeting will be held on 
April 4th and 5th next at the Benjamin 
Franklin Hotel, Philadelphia. The final 
choice of the topic has been delayed be- 
cause of the rapidly changing world 
situation, but will probably deal with 
the kind of a world that we should at- 
tempt to construct when the present 
World War is over. Also plans are 
made for an evening session on Feb- 
ruary 4th on “Canada and the United 
States." . 


PUBLICATIONS 


During the year 1940 the volumes of 
THe ANNALS were as follows: 


January Intergovernmental Relations in 
the United States 

March Mexico Today 

May Marketing in Our American 
Economy 

July When War Ends 


September Our Foreign Commerce in 
Peace and War 

November Children in a Depression Dec- 
ade 


Also there were published in the 
spring of 1940 two pamphlets: No. 8, 
entitled “European Plans for World Or- 
der," edited by Dr. William P. Maddox; 
and No. 9, entitled “The Roots of To- 
talitarianism," the papers in this latter 
publication being the ones presented at 
a meeting of the Academy held ig the 
fall of 1939. It will be recalled by the 
members that it was decided by the 
Board of Directors, with the approval 
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of the donors, to utilize for publication 
purposes the funds that had been con- 
tributed in the names of Edmund J. 
james, Simon N. Patten, and Leo S. 
Rowe, discontinuing the award of fel- 
lowships. S 

In addition to the distribution of THE 
ANNALS to members, the Academy regu- 
larly disposes of back copies to those 
who may care to purchase, and there is 
a continual flow of orders for THe AN- 
NALS, for monographs, and for pam- 
phlets. During 1940, 3,960 copies of 
Tur ANNALS were sold, 149 copies of 
. monographs, and 7,711 copies of the 
different pamphlets, making a total of 
11,820. In spite of the fact that our 
stock of certain publications has been 
exhausted, we are glad to report a con- 
siderable number of our previous issues 
on hand to meet this steady demand. 

Probably all members of the Academy 
are aware that each volume of THE AN- 
NALS is in charge of a Special Editor, 
who is carefully chosen by the Editor- 
in-Chief, and the high quality of our 
publications is dependent on this excel- 
lent work of arrangement and super- 
vision. The Board of Directors wishes 
to record its thanks for such valuable 
co-operation. 


FINANCES 


Later in this meeting there will be 
presented the audited report of the 
Treasurer. It will be noted that re- 
ceipts during 1940 were in excess of ex- 
penditures. We may again observe that 
the Academy has a modest reserve fund 
of invegjments and that the Treasurer 
is faced with the general problem of 
choosing investments. Our record has 
been most gratifying in that, to a con- 
siderable extent, the decline in yield on 
investments has been offset by additions 
to the fund from year to year. 

Our statement of finances is made 
with satisfaction because we are keep- 
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ing our budget in balance without as- 
sistance from foundations*or other do- 
nors. 'Phe only exception to this was 
the receipt jn 1940 of a total of $557, 
which represenfs gifts made to assist in 
defraying the costs of the Annual Meet- 
ing. 


MEMBERSHIP 


As already stated, more new members 
joined the Academy in the year 1940 
than for many years past, the total being 
1,551. Of this number 109 were stu- 
dents, the Board having decided, under 
the authorization given us by our con- 
stitution, to accept student members at 
a cost ef only three dollars per year. A 
number of the students paid their own 
dues but there are a few who have re- 
ceived their memberships as gifts. There 
were, of course, a considerable number 
of losses in our membershib through 
death, resignation, and failure to pay 
dues, but on December 31, 1940, the 
total number of members was 8,687, 
which is a gain for the year. 

A word may be added about the con- 
tinuance of the many difficulties cre- 
ated by upset conditions throughout the 
world. We have lost some of our foreign 
members, particularly libraries, because 
of the financial problems they are fac- 
ing. They not only are suffering from 
a curtailment of revenue, but from a 
scarcity of foreign exchange with which 
to pay us. As generous a policy as pos- 
sible has been adopted in these cases, 
but the number of irregularities seems to 
be growing rather than diminishing. 
There is also a continuing difficulty in 
delivering our publications, since trans- 
portation to a great many countries has 
been so seriously interrupted. Doubt- 
less these problems will persist and we 
shall find it advisable to make a con- 
siderable number of adjustments when 
conditions have sufficiently improved to 
make this possible. 
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Íx MEMORIAM 


The Board of Directors wishes to re- 


cord with sincere regret the loss of-two : 
friends who contributed generously’ to ` 
the work of the Academy. One of these : 


was Dr. Roland P. Falkner, who- was 
Editor of THE ANNALs from 1896 to 
1900 and who maintained throughout 
his life a deep interest in the Academy. 
At the Annual Meeting in 1940, when 
recognition was given to the Fiftieth 


Anniversary of the Academy, Dr. Falk- 


ner was a guest of honor and paid trib- 
ute to the long and valuable work that 
had, been done. Dr. Falkner died on 
November 27th. 

On October 15th the Academy lost 
Mr. Davis L. Lewis, who for a number 
of years had -been Assistant Treasurer 
of the Academy. It is impossible to 
speak too highly either of the care and 
skill which Mr. Lewis gave to his duties 
or of the value of his services. He was 
constantly of great assistance, particu- 
larly to our Treasurer but also to the 
other officers, who had come to rely 
heavily on his advice, not only in busi- 
ness matters but in other aspects of the 
Academy's work. 


There follows the annual report on 
finances as audited by Edward P. 
Moxey & Company. 
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EDWARD P. MOXEY & CO. 


‘Certified Public Accountants [Pennsylvania ] 


` Morris Building, 1421 Chestnut Street 
Philadelphia 


e —. January 17th, 1941. 


LJ 
- CHARLES J. RHoaps, ESQ., Treasurer, 


American Ácademy of Political and So- 
cial Science, Philadelphia, Penna. 


Dear Sir: 

We herewith report that we have audited 
the beoks and accounts of the American 
Academy of Political and Social Science 
for its fiscal year ended December 31st, 
1940. . 

We have prepared and submit herewith 
Statement of Receipts and Disbursements 
for the year ended, December 31st, 1940. 

'The Receipts from all sources were veri- 
fed by a comparison of the entries for 
same appearing in the Treasurer’s Cash 
Book with the records of Bank Deposits 
and were found to be in accord therewith. 

The Disbursements, as shown by the 
Cash Book, were supported by the proper 
vouchers in the form of canceled paid 
checks or receipts for moneys expended. 
These were examined by us and confirmed 
the correctness of the payments made. 

As the result of our audit and examina- 
tion, made in the manner above indicated, 
we certify that, in our opinion, the accom- 
panying Statement sets forth the results of 
its operating activities for the period under 
review. 

Yours respectfully, 
(Signed) Epwarp P. Moxey & Co. 
i Certified Public Accountants. 
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STATEMENT or RECEIPTS AND DISBURSEMENTS FOR FISCAL, YEAR END Deerin 31, 1940 


Cash Balance Janwary 1, 1940 ..... — ese tok d PM. aes RETEA $ 30,960.63 
a Receipts: E. 
Members’ Dues ..... lessen obe thea ocu ET $25,759.22 
Lite Membership escurar vo vert dean VO. EROR EUER UI UE M DES CU ERR. 300.00 
Special DOonDnattols. ctw 2 oboe cise vetas Ns weed aee er ON a NUR UR es 557.00 
Subscriptions 
Individual £c pEEATA A RFEN P Cv adeb eb Ru AS $ 155.50 
LADEBEBS 72142399 RE Run ULYSSE ON dC PU ER 2,523.18 
FOGG sorrette on ENOS EEE EEA PEET * 9,413.49. 12,092.17 
DIES cor doc Geb LCD eae aw heen Ep AA E a or nae re E 5,371.31 
Adverse D D Cre 803.20 
Income from Investments and Bank Deposits ............ e eeeeeeeese 8,394.52 
Proceeds from: Sale of Securities ...... 2a e eer ether tie re eg rie 24,249.16 77,526.58 
$108,487.21 
Disbursements ° 
Omice Expense 253 sec howe s Seesaw ob A RD aC PR ERAT SANE UU e Td S 6,019.33 
Philadelphia Meetings ............0..00eecues OMEN. NEC 4,408.53 
Publicity Expense sesuais i roen PUER RE DE Mui Did VR E eta raa 7,014.16 
Publication: ól Anpals eco ace aae neci RO See iad Ae cel e er CO AR S 19,741.91 
Membership: Records, S aerun saana Rowe. PERRONERR IARE RM EU V EE 4,781.59 
Sale of AhHals- csi eee pv | Soa WEE bes e ee es core 1,221.14 
Sale of Special Publications .................... rid DAD EE ET 664.49 
Securities Purchased: sect tinsen iredorreipaxcwena ss ouavens — ee 25,397.27 
Discount, Collection and Exchange ................ s seen 96.50 
Honorarium—Thorsten Sellin 0.0.2.0... . 0... cece cece e ee erence nnn 1,200.00 
Honorarlum—Ernest M. Patterson ............ OE E E ETE 1,500.00 
Trust Agency Dzpense ose esris ge ON AAA M CEDETATE Re ER BE VES 167.41 72,212.33 
Cask Balance December 31, 1940... eese mE e. $ 36,274.88 
Represented by 
Cash. on Deposit in Banks usse ves RR ERES PASS Vd $35,874.88 
Cash at Academy OCE oos lb me RC IO eR RP REUNIR RUN 400.00 
$36,274.88 
o 
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i Book Department 


NEWCOMER, MABEL. Taxation and Fiscal 
Policy. Pp. x, 89. New York: Colum- 
bia University Press, 1940. $1.25. 


To her other well-known publications on 
various phases of governmental finance, 
the author has added this series of essays 
for readers without specialized training in 
public finance. They deal with the essen- 
tial principles and a number of impọrtant 
problems. The little treatise is carefully 
and clearly written in nontechnical lan- 
guage. Modestly the author admits that 
much of the material is familiar to the ex- 
perts. Since the book is primarily pre- 
pared for a more popular audience, one of 
its chief merits is the success with which 


the author discusses weighty probléms with 


such simplicity that the uninitiated as well 


as the better informed readers*will find the* 


volume profitable reading. 

The book deals with governmental ex- 
penditure$ taxes, and fiscal policies. Waste 
and corruption are held to be significant 
contributing factors to the rising cost of 
government, which is due principally, how- 
ever, to the increasing activities of govern- 
ments. The author predicts that public 
spending will continue to expand and will 
not return to its former levels. 

Our taxes are critically appraised. Sales 
taxes are found to have less unpopularity 
than they deserve and the personal income 
tax is held to conform more closely with 
ability to pay than any other one tax. The 
excess profits tax is praised as an important 
new revenue which is to be expected in this 
decade and its yield "may easily exceed 
$1,000,000,000.” The author also believes 
that the excess profits tax may be the most 
feasible method of recovering war and mo- 
nopoly profits which are otherwise uncon- 
trolled. 

The results of the Federal pump-priming 
expenditures are regarded as disappointing 
since they have not resulted in sustained 
economic improvement. Unfavorable taxes, 
certain governmental regulations of busi- 
ness, unsettled governmental financial poli- 
cies, and political pressures may have ex- 
erted disconcerting effects upon business. 
Governmental budgets cannot remain per- 
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manently unbalanced. The time has come 
to face the consequences of deficit financ- 
ing and to*formulate a program of heavier 
taxation. 
ALFRED G. BUEHLER 
University of Pennsylvania 


POWELL, Frep W. Control of Federal Ex- 
penditures. Pp. x, 928. Washington: 
Thé Brookings Institution, 1939. $5.00. 


The stated purpose of this compilation 
is to bring together in a single wolume the 
significant materials, official and unofficial, 
underlying the financial history of the 
United States to 1894. The materials are 
arranged in seventy-five sections and are 
presented in chronological order. The book 
consists chiefly of reproductions of public 
records which are now out of print, such as 
resolutions, speeches and debates in Con- 
gress, Congressional committee reports, 
reports of administrative officers, and in- 
cludes an index. Beginning with resolu- 
tions of the Continental Congress in 1775 
for the appointment of joint treasurers of 
the United Colonies, the volume presents 
more than a century of development in 
Federal expenditure control, particularly 
with respect to accounting and auditing. 

Probably the most significant steps in 
Federal fiscal control have been the cen- 
tralization of accounting and auditing with 
the adoption of the Cockrell-Dockery Act 
in 1894, and the legislation of 1921 provid- 
ing for an independent audit and the execu- 
tive budget. This volume is concluded 
with a section of nearly two hundred pages 
of documentary materials relating to the 
controversy leading to the Act of 1894. A 
second volume bringing the story of fiscal 
control down to the present time would be 
very useful, and probably more interesting 
to most students of the subject. This com- 
pilation of more than 900 pages contains 
much repetitious material, and some of the 
long-winded speeches of Congressmen are 
wearisome. It is a useful compilation of 
original sources on the evolution of Federal 
accounting and auditing control, but those 
desiring a concise description, including the 
changes since 1894, should consult another 
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recent publication of the Brookings Institu- 
tion (Daniel T. Selko, The Federal Finan- 
cial System, 1940, especially Chaps. 23 and 
24). ə 
DENZEL Ç. CLINE 
Michigan State College é 


McInnis, EDGAR. The War: First Year. 
Pp. xvi, 312. New York: Oxford Uni- 
versity Press, 1940. $1.50. 


Never before in history have events 
brought the historian and the journalist so 
close together. Dealing with events day 
by day, the journalist works in the exciting 
milieu of rapid and constant change. The 
historian is supposed to delay his work un- 
til events have so far developed as to re- 
veal the great historic movements of which 
they form a part. Victory or defeat in a 
battle or even in a campaign, as Raymond 
Gram Swing suggests in the Foreword, is 
of importance to the historian only if it 
becomes a decisive factor in the war as a 
whole. In the presenf war, events of mo- 
mentous importance, like the Blitzkrieg it- 
self, occurred so rapidly that the journalist 
has become historian in spite of himself. 
Furthermore, the kaleidoscopic changes in 
the gigantic conflict in which the ideals and 
institutions of Western civilization are at 
stake take place in a “glare of publicity. 
. .. The history of the first year of the 
war can be a penetrating chronicle because 
the information has been copious." 

Whether or not he agrees with this, the 
author recognizes that future revelations 
of foreign office policies may necessitate 
new interpretations. Nevertheless, on the 
basis of a great mass of excellent evidence 
he has developed a reliable and well- 
ordered story which grips the imagination 
as the drama of twelve months of war un- 
rolls like a Greek tragedy from one por- 
tentous episode to another. 

Being « Canadian, the author views the 
scene from the British standpoint. Never- 
theless, he is judicious and fair. The fatal 
acquiescence in Hitler’s remilitarization of 
the Rhineland, like other mistakes of the 
poligy of appeasement, and the failure to 
appreciate the lessons of the lightning de- 
struction of Poland, are told with com- 
mendable restraint and objectivity. The 
unwarranted confidence and supine inac- 
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tion of the democracieg are bs relentlessly 
exposed as the intolerance ar&d brutality of 
Nazi aggression. 

In contrast to the widely held theory 
that the democracies did little or nothing 
during the yeafs after Hitler announced 
that Germany would rearm, there is the ac- 
celerated program of British armaments of 
1936, buttressed the following year by a 
ten billion dollar budget for five years; and 
how this was greatly increased in the 
Spring of 1939 along with the adoption of 
peacetime conscription. Similarly, enor- 
mous sums for war were voted by the 
French. However, the appropriations were 
not used to meet the needs of the type of 
warfare the German strategist had devel- 
oped. Furthermore, if the military were 
asleep, the foreign offices of the democra- 
cies were dreaming—dreaming of Hitler 


A fighting Russia and communism in the east, 


while in thé west capitalism continued to 
do business as usual. The one ray of hope 
the volume throws on the ominous portents 
of even worse things to come is ‘the superb 
response of all classes of Englishmen to 
meet the emergency in the Battle of Brit- 
ain. 

Seventeen pages of documents, black and 
white maps, a chronology of events, and a 
good index complete the volume, which 
was originally published under the auspices 
of the Canadian Institute of International 
Affairs. 

WILLIAM E. LINGELBACH 

University of Pennsylvania 


“Cato.” Guilty Men. Pp. xvi, 144. New 
York: Frederick A. Stokes Co., 1940. 
$1.50. 


The names of fifteen men are contained 
in this indictment. All are British—three 
of them were prime ministers (Baldwin, 
MacDonald, and Chamberlain) and nearly 
all the rest were ministers in the period 
just before the war. They are Sir John 
Simon, Sir Samuel Hoare, Lord Halifax, 
Sir Kingsley Wood, Mr. Ernest Brown, 
Captain David Margesson, Lord Caldecote 
(Sir Thomas Inskip), Mr. Leslie Burgin, 
Lord Stanhope, Mr. W. S. Morrison, and 
Sir Reginald Dorman-Smith. The unique 
nonpolitician is Sir Horace Wilson, whose 
policy and ideology, says Cato, dominated 
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the mind of Champerlain during his whole 
prime minissership. The several crimes 
with which the fifteen are charged are not 
set forth with equal lucidity. It would not 
be fair to say that Cato bldmes then? for 
the war, though he perh&ps believes that 
had their foreign policy been different, the 
war might not have happened. What their 
foreign policy should have been, we are 
not clearly told. More distinctly made is 
the accusation that these politicians failed 
adequately to prepare Englard miljtarily 
or psychologically for the war. 

Cato appears to possess little if any 
more information on these matters than is 
enjoyed by the careful reader of news- 
papers, and what fresh facts he does pre- 
sent we are required to take on faith. 
His little book will not possess any per- 
manent value as an account of the roles 
played by these political leaders. It is 


interesting as a piece of propaganda so* 


skillfully contrived and forcibly written, 
against the background of the sufferings 
of Britis® soldiers at Dunkirk, that the 
reader is apt to be carried along, against 
his better judgment, to what is presumably 
Cato's own conviction, that a dozen or so 
individuals can be held responsible for the 
plight in which England now finds herself. 
The book may be accounted of some slight 
importance if (as is quite likely) its wide 
sale contributed to the anti-Chamberlain 
feeling after Dunkirk. However, at the 
moment of writing this review, one of 
Cato's “guilty men" has just been named 
Ambassador to the United States, and an- 
other has been made Secretary of State for 
War. Halifax, by the way, though listed 
in the “cast” of culprits, is not otherwise 
mentioned in the book. To the writer of 
the American foreword (Philip Witten- 
berg) the book is chiefly interesting as an 
illustration of the liberty of speech pre- 
vailing in England in the midst of war. 
S. MonLEY Scorr 
University of Michigan 


McMazuoN, MarrHEW M. Conquest and 
Modern International Law. Pp. vi, 233. 
Washington: Catholic University of 
America Press, 1940. 


This is a study that seeks to determine 
the legal nature of conquest and especially 
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to discover what limitations international 
law imposes upon the acquisition of terri- 
try by conquest. The writer investigates 
first the historical position of conquest in 
the writings of legal theorists and in the 
,actual practice of states. Among the the- 
orists he finds the overwhelming opinion 
against the acceptance of conquest as a 
legitimate mode of acquiring territory. In 
the Middle Ages theorists gave conquest 
but little attention as the concept of just 
and ynjust wars precluded any legitimate 
title accruing to a conqueror. The early 
writers in the dawn of international law 
carried over this concept and Vittoria and 
Suarez even denounced the Spanish con- 
quests in the Western Hemisphere as con- 
trary to the Law of Nations. Dr. Mc- 
Mahon finds Vattel to be the first widely 
known theorist who accepted conquest as 
a proper method of acquiring title. In- 
deed, he finds that the popularity of Vattel 
with English and American writers and 
with their governmgnts may be due in no 
small measure to the convenience of his 
doctrine for nations engaged in empire 
building. Modern theorists, McMahon 
finds, are virtually unanimous in their op- 
position to title passing by conquest. 

The author finds it more difficult to pre- 
sent a clear picture of the practice of 
states, largely because that practice is so 
broad and the available reports so inade- 
quate. McMahon finds pure conquests are 
rare, as apparently pure conquests are 
complicated by treaties of cession follow- 
ing hostile occupation as well as forced 
peaceful cessions. 

McMahon devotes several chapters to 
the Hague Conventions, the League of Na- 
tions Covenant, and other multilateral trea- 
ties which impose limitations on conquest. 
A special chapter is devoted to Pan-Ameri- 
can efforts to deal with the problem. He 
finds as a result of his whole survey that 
there is a steady development both in the- 
ory and practice to make acts of conquest 
ilegal. 'This he finds despite the setbacks 
of the many wars and de facto conguests 
in modern history. This is a good study, 
well documented, and clearly written. To 
a large extent its significance will depend, 
like many other works in international law, 
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upon the outcome of the present European 
conflict. 
WILLIAM J. RONAN 
New York University 


BONNELL, ALLEN THomas. German Con- 
trol over International Economic Rela- 
tions, 1930-1940. Pp. 167. Urbana: 
University of Illinois Press, 1940. Cloth- 
bound, $2.00; paperbound, $1.50. 


The author says in his introduction that 
the purpose of this monograph is three- 
fold: first, to review the means by which 
Germany exercised control over interna- 
tional ecenomic relations through super- 
vision of foreign exchanges, international 
capital transfer, and international com- 
merce between 1930 and 1940; second, to 
indicate forces, internal and external, which 
instigated and affected these measures of 
control; third, to appraise the effects of the 
control measures upon the internal and 
external stability of the German currency, 
upon the volume, character, terms, and di- 
rection of German foreign trade, and upon 
certain aspects of the German economy 
and the world economy. 

The first of these purposes is more ade- 
quately accomplished than the other two. 
The book is mainly descriptive, almost a 
running catalogue of events and of meas- 
ures taken by the German Government to 
meet them. What is included in the way 
of analysis and interpretation is on the 
whole rather superficial, and even the de- 
scription of events and policies is not thor- 
ough or definitive. One chapter covers 
German international economic relations 
from 1919 to 1931 in 17 pages, while two 
chapters of 25 pages each deal with the 
Standstill and Devisen Control from 1931 
to 1933 and the Moratorium, Standstill, 
and Devisen Control from 1933 to 1940. 
Two other brief chapters discuss Import 
Control efrom 1930 to 1940 and Export 
Stimulation for the same period. A final 
chapter discusses the effects of these con- 
trol measures. 

The author’s general conclusion is that 
"to & considerable extent, German control 
measures. were consequences rather than 
causes, of international disequilibria. Ger- 
many was not so much the source of inter- 
national economic and financial disturb- 
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ances as the medium through which shocks 
originating elsewhere were «transmitted to 
other parts of the world economy." This 
is true, if one does not push it to the point, 
as"Mr. Bonnell does on page 59, of assum- 
ing that there Were no alternatives to the 
rearmament policy and other policies of 
the National Socialists. 
EUGENE STALEY 
Tufts College 


STRASSER, OTTO. Hitler and I. Pp. 245. 
Boston: Houghton Mifflin Co., 1940. 
$2.50. 

REED, DoucLAs. Nemesis? Pp. 275. 
Boston: Houghton Mifflin Co., 1940. 
$2.75. 


The value of these two much-discussed 
books rests on their contribution to our 
knowledge of the National Socialist leaders 
and their methods. In analyzing the state- 
ments, thoügh, we must keep in mind the 
many changes which the author, Otto 
Strasser, underwent in his political career. 
During the first years of the postwar era 
the young Catholic officer was a Socialist. 
For the next five years he was a follower 
of Adolf Hitler and a high official in the 
National Socialist party. He broke with 
the party in July 1930 and became a fa- 
natic opponent of Hitler, carrying on his 
fight against the Fuehrer from within Ger- 
many until. 1933, and then as the head of 
the underground movement, “the Black 
Front,” from Czechoslovakia, from Switz- 
erland, from France, and at present from 
Portugal. 

Strasser's fanaticism recelved new impe- 
tus through Hitlers purge of June 30, 
1934, in which many of his political friends 
and his own brother, Gregor, were assas- 
sinated. Horrible irony of fate! For on 
December 4, 1931, Gregor, then a leading 
National Socialist and a close friend of 
Hitler, had declared: “When we shall be 
in power we won't let ourselves be dis- 
turbed by pity. A government which lets 
itself be dethroned deserves to be hanged. 
Even if we may have to wade in blood up 
to our ankles.” 

Both authors contribute to our knowl- 
edge of National Socialist police methods 
abroad. The German Secret Police (Ge- 
stapo) does not respect any political bor- 
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ders, This was shewn in the destruction 
of a secret a&ti-Nazi broadcasting station 
which Otto Strasser had inséalled in 
Czechoslovakian territory only a few miles 
from the border of the Reich itself. The 
engineer, Rudolf Formis, who had operated 
this station, was killed by German police 
officials who had been sent to Czecho- 
slovakia for this purpose. That this state- 
ment is correct we know not only from the 
investigations of Strasser and the Czecho- 
slovakian police, but today alfo from an 
official report of the head of the Gestapo, 
Heinrich Himmler, who had personally or- 
dered the execution of this police action 
in à foreign country "because the Prague 
Government had not given in to the Ger- 
man demand of suppressing the broadcast- 
ing station." . 

It seems a pity that Strasser in Hitler 
and I and his eccentric prophet, Douglas 
Reed, in Nemesis? do not restrict them- 
selves to the description of Strasser's own 
experiences. Instead, both books contain 
long discussions of Strasserism, German 
socialism, anti-Semitism, and a Fourth 
Reich, which do not deserve reviewing in 
a scientific magazine. However, in one po- 
litical conclusion the reviewer would agree 
with Otto Strasser: “The outbreak of a 
revolution in the Reich is possible only 
after Hitler’s battle of the Marne. It 
doesn’t matter where Hitler finds his 
Marne. Perhaps in the English Channel, 
or in the Atlantic Ocean itself.” 

R. M. W. KEMPNER 

University of Pennsylvania 


Koun, Hans. Not by Arms Alone. Pp. 
161. Cambridge, Mass.: Harvard Uni- 
versity Press, 1940. $1.75. 

Professor Kohn's most recent volume, 
like his Force or Reason and his Revolu- 
tions and Dictatorships, is a compilation of 
essays around a central theme. In the 
present volume, as in the previous two, the 
essays are concerned with the great prob- 
lems of the democratic way of life and the 
challenges which have come to that way of 
life. 

Essentially Not by Arms Alone contains 
six essays, reprinted from various publica- 
tions. The first deals with an analysis of 
“The Totalitarian Philosophy of War,” in 
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which Professor Kohn traces that philos- 
ophy to its beginnings both in Fascist Italy 
and Nazi Germany, carrying the story basi- 
cally back to seventeenth and eighteenth- 
century Prussia, not merely to the alleged 
failures of the Treaty of Versailles. The 
next two essays are penetrating studies of 
Central Europe: the legacy of the Haps- 
burgs and the development of Czech de- 
mocracy. The reader will find the latter 
of especial interest. As Professor Kohn 
points,out: “The resurrection of Czeeh na- 
tional life is bound up, as Palacky and 
Masaryk have foreseen, with the reasser- 
ton of those principles of human liberty 
and of rational humanism which, according 
to the Father and to the Liberator of the 
Czech nation, have formed the backbone 
of Czech history and the justification for 
Czech national existence." Two other es- 
says deal with the problem of education in 
a democracy, the one being entitled “Aca- 
demic Freedom in Our Time," and the 
other "Education for the Coming Era." 
Professor Kohn well points out that, of 
course, the problem of education is tied 
up with the democratic order itself. He 
rightly insists that the fight for academic 
freedom “is part of a fight for the survival 
of the fundamental values of liberalism for 
everybody and everywhere.” It is not a 
thing apart! “It is a special application of 
the most fundamental battle in which man 
can be enlisted, the fight centered around 
the interpretation of the values governing 
the life and history of man." 

Professor Kohn states the fundamental 
political issues involved in the world strug- 
gle today in the two essays concerned with 
“Illusion and Disillusion” and “Coalesce or 
Collide.” In the first of these two essays 
he points out something of the disillusion- 
ments which followed the World War of 
1914-1918 and the consequent illusions 
which prevented any genuine selution of 
the German problem, in particular. Dis- 
illusionment concerning Versailles helped 
to pave the road to appeasement of Hitler 
and Mussolini. In his essay on “Coalesce 
or Collide" Professor Kohn takes up the 
problem of federalism, declaring that the 
present conflict is a "struggle between the 
two opposed patterns of reacting to the 
meeting of cultures—the rational and lib- 
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eral pattern of co-operation, and the irra- 
tional pattern which, spellbound by the 
past, stresses isolationism and peculiarities 
above the growfng oneness and common 
destiny of contemporary mankgnd.” 

The volume closes with a brief bibliogras 
phy. Brief and compact, this volume of 
essays probes deeply into the problems of 
a democratic society. It is a fitting com- 
panion to Professor Kohn’s earlier volumes 
of essays and deserves a wide and careful 
readihg. . 

Harry N. HOWARD 

Miami University ` 

e. 


EASTMAN, Max. Stalin’s Russia and the 
Crisis in Socialism. Pp. 284 New 
York: W. W. Norton & Co., 1940. 
$2.50. 


The author of this scathing indictment 
of Stalin and Stalinism is one of those erst- 
while champions of the Soviet Union, who 
has been thoroughly disillusioned by the 
course of events ine Russia, particularly 
since Stalin’s seizure of power. He frankly 
admits that he was once gullible, but that 
he was mistaken. For him, as for many 
others who looked for the inauguration of 
the millennium in the Soviet Union, “the 
failure of the Russian revolution is per- 
haps the greatest tragedy in human his- 
tory." 

The reason for this NU failure to 
achieve "freedom and equality" in Russia 
is traced not merely to the perversion and 
distortion of Marxian doctrines by Stalin 
and his associates but more fundamentally 
to defects in the blueprints of Marxism. 
The author deprecates Marxian doctrine as 
scientific socialism. He views it rather as 
a religion or a utopian philosophy. 

The inevitability of social change from 
a lower to a higher level, economic deter- 
minism, the class struggle, and similar 
Marxian*pronouncements, he considers as 
just so much “applesauce.” For him op- 
portunistic experimentation, with a view to 
achieving a better world in which to live, 
is more important than any attempts to 
fit he Marxian evolutionary thesis into 
any dialectical pattern. 

Thus he aims at a restatement, in the 
form of a plan of action or a working hy- 
pothesis, of that which he regards as fun- 
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damentally sound in*Marxism. Because 
Russia has achieved Stalinisfh, which “con- 
tains all*the evils of nazism or fascism,” 
rather than socialism, the concluding eae 
ter entitled “What to Do Now” sets forth 
the authors “constructive” views. He 
would strive for the formation of a “radi- 
cal” political party, and make the word 
“radical” really mean something. Such a 
“radical” party would seek to unite scien- 
tists with the proletariat but go further 
than? Thorstein Veblen, by devising a plat- 
form acceptable to both. Space does not 
permit a discussion of all the stimulating 
suggestions for the formation of a scien- 
tific radical party. But to anyone who is 
inclined to doubt the possibility of the 
creation of any “experimental scientific 
party,” swhich will voluntarily sacrifice m- 
dividual liberty to achieve a more co-op- 
erative socjety, the author’s views as to 
“what to do now” appear almost as vi- 
sionary as the Marxian “philosophy” which 
he finds so unreal. Nevertheless, he is not 
as dogmatic in these views as are the revo- 
lutionary Marxists, who "are going over to 
Stalin and Hitler by default—learning to 
denounce factual good judgment as 'de- 
featism,’ praise bull-headed self-delusion as 
'grim determination, call blind political 
passion ‘realistic,’ and bigotry in the serv- 
ice of established power ‘objective’” (p. 


KARL SCHOLZ 
University of Pennsylvania 


Davin, Wane Dewoop. European Diplo- 
macy in the Near Eastern Question, 
1906-1909. Pp. 124. Urbana: Univer- 
sity of Illinois Press, 1940. Clothbound, 
$2.00; paperbound, $1.50. 


This revision and condensation of a doc- 
toral dissertation perhaps raises more ques- 
tions than it answers—not a fault in a field 
so large. Whether one selects, from docu- 
mentary and other sources, only the five 
aspects of diplomacy surveyed here or 
whether he studies balance of power, Bal- 
kan nationalism, or the specific central 
problem of the Straits, he may readily en- 
dorse the author’s general conclusion that 
the Near Eastern events of 1906-1909 prel- 
uded the Balkan wars and the World War. 
Treated are some of the negotiations for 
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Macedonia, both the judicial reforms and 
Grey’s plan for an autonomous regime, 
which proved barren of salutary results; 
Aehrenthal’s project of a railroad to Salon- 
ika, touched off by the earlier Russian plan 
for an Adriatic-Black Séa railway; the 
Young Turk revolt, Bulgarian independ- 
ence, and the annexation of Bosnia. Haps- 
burg policy is featured. Commendable are 
the author’s summary of the alternatives 
confronting Austria (p. 71), his distinction 
between the capitulations and nfodernetrea- 
ties, and his point that British influence in 
Turkey had steadily declined by the time 
Grey took over. 

The study lacks integration and nine- 
teenth-century perspective, especially for 
British policy. That British naval might 
in 1908, with momentary official hostility 
to the Sultan, was "capable of withstanding 
Russia’s ambitions in the Straits” (p. 76) 
would probably have surprised the Com- 
mittee of Imperial Defense, who from Feb- 
ruary 11, 1903, had a settled policy of de- 
fending the Straits only in alliance with 
Turkey and no longer really fearing Russia 
at the Straits, and Grey, who tacitly agreed 
in 1907 to meet Russia’s demands in the 
future. One must turn to the British docu- 
ments or to R. P. Churchill’s recent thesis 
for the pertinent Anglo-Russian negotia- 
tions. In need of repair also are the ref- 
erences to Isvolskii, charged with having 
“plotted the violent seizure of the Straits” 
(pp. 19, 112). Isvolskii also sought to win 
the passage for Russian warships by nego- 
tiation, his specific proposals to Grey on 
October 12, 1908, revealing his minimum 
actual demands. Enthusiasm leads the au- 
thor to overstatements respecting certain 
policies of “Europe” or the "concert" when 
specific powers must be meant. “Old 
Turkey and Young Europe” seems an un- 
fortunate chapter title. The Near Eastern 
question was and is much more than “liq- 
uidating the Ottoman heritage.” 

VERNON J. PURVEAR 

University of California 


Hircucock, Epwarp B. J Built a Temple 
for Peace. Pp. xvi, 364. New Vork: 
Harper & Brothers, 1940. $3.50. 
Masaryk, Benes, and Czechoslovakia are 

three names that have come to be linked 
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as a triad of synonyms. This most read- 
able and enlightening book confirms the 
link. The author was European corre- 
spondent of the ChristianeScience Monitor. 
During the,whole of the stay of Dr. Benes 
in America, Hitchcock acted as his aide, 
and recently went to England to get Benes’ 
approval of the manuscript of this book. 
Beneš came from a peasant family. He 
was educated in Prague and Paris. His 
family had great influence on him; he has 
retained much of the peasant simplicity 
and hard-headedness. As a very young 
man he came in contact with Masaryk. 
Thus began a remarkable association which 
lasted through the struggle for the coun- 
try’s independence; its administration for 
seventeen years, and made him President 
Masaryk’s successor. Each depended on 
the other as complementary elements in a 
single purpose. Beneš was not a disciple, 
but by his own intellectual processes found 
himself in agreement with Masaryk. When 
Bene$ was only thirty-four, seventeen years 
before his retirement, Masaryk selected 
him as his logical successor. 

This book balances well the personal 
qualities, political theory, and practical 
statesmanship of Benes. During his seven- 
teen years as Foreign Minister of Czecho- 
slovakia he played a leading role in the 
League of Nations, which won him the 
title of “smartest statesman in Europe.” 
The “Temple for Peace” which he built 
was founded on democratic principles. 
These principles governed his activities in 
the League of Nations. It was sheer in- 
tellect and devotion to the cause that 
brought him his success since he is pecu- 
liarly lacking in the quality of warmth, 
which is a great asset to a man in politics. 
There is an unbroken continuity to his life, 
as a peasant boy, a student, a revolution- 
ary, a cabinet officer, President of the 
League of Nations, President of dis coun- 
try, professor at the University of Chicago, 
and now leader of his people in the second 
struggle for freedom. The quiet influence 


.of Mrs. Benes, whose story also runs 


through the book, was a humanizing fprce. 
In this book the author has succeeded in 
giving an understanding of the personality 
of a man whose personality has been diffi- 
cult to penetrate. Beneš has given his 
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whole life to the advancement of democ- 
racy, and he is working now with unabated 
vigor to the same end. This book makes 
available for the first time knowledge of 
his preparation and his ability for building 
a “Temple for Peace.” ° 
HERBERT A. MILLER 
Temple University 


KERNER, RosERT J. (Ed.). . Czechoslo- 
vakia: Twenty Years of Independence. 
Pp. xxi, 504. Berkeley and Los Angeles: 
University of California Press, 1940. 
$4.00. 


The matlstrom of rapid events marking 
the course of the current wars abroad tends 
to confuse or obstruct the significance of 
certain contributory causes responsible for 
the conflict. The conclave at Munich and 
the conquest of Prague shocked much of 
the world at the time of their occurrence. 
Since then, however, the force of indigna- 
tion and denunciation of the wanton acts 
perpetrated by the Nazis, and until August 
of 1939 supported by British and French 
governments, has diminished. ‘Therefore, 
a book which serves to refresh the memory 
of so singularly astounding a case of -be- 
trayal should meet with wide appeal. It 
seems safe to predict that the volume un- 
der review will hold the reader’s interest 
from cover to cover. The reason for this 
advantageous circumstance inheres in the 
focal motivation and purpose to present a 
coherent story of Czechoslovakia, objec- 
tively drawn from a wealth of reliable, 
documentary evidence. 

The book is conveniently arranged in six 
parts which present, more or less histori- 
cally, a panoramic vista of the cultural, 
economic, political, and social develop- 
ments in the geographic area which be- 
came the Czechoslovak Republic in 1918. 
The two decades of the independent de- 
mocracy*are treated in adequate detail and 
with reference to practically every phase 
of the complex dynamics which determined 
the aims and functions of the state. It 
would require cynicism, lack of culture, or 
bias to read this symposium on Czecho- 
slovakia without recognizing and accepting, 
at least in principle, that the republic fully 
justified its existence. The discerning 
reader, moreover, cannot fail to appreciate 
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the attainments reacked despite ‘adverse 
odds, and to respect the industry, intelli- 
gence, amd thrift of the nation. While it 
admittedly remains for the future to evalu- 
ate the lesson and to deduce the moral of 
the case of Czechoslovakia, the present 
book offers much fruitful ground to the 
objective thinker. 

Twenty-three authors have contributed 
to the volume on an impressive variety of 
subjects and topics: anthropology, arts, 
constitutioh, democracy, diplomacy, eco- 
nomics, education, foreign policy, history, 
humanitarian progress, literature, minori- 
ties, music, partisanship, politics, religion, 
The treatment of 
these is embodied in Parts II-IV; the in- 
dividual components are logically arranged, 
and co;ordinated with the scope of the 
central theme. The two chapters by R. J. 
Kerner, dealing with Czech history from 
the beginning of the Thirty Years’ War to 
the Peace Conference following the World 
War, are a masterly appraisal of the com- 
plex forces which conditioned fhe nation’s 
course under the Hapsburg yoke. The 
main purpose is to depict the outstanding 
cultural, political, and social leaders of the 
successive phases in the three centuries of 
subjugation. These are revealed in the 
light of their motivations derived from 
historical heritage, contemporary events 
and philosophic trends, and the constant 
strife for the recognition of the nation’s 
many claims arising from repeated, but 
never honored, promises of the Hapsburgs. 
Masaryk, Benes, and Stefanik, the nuclear 
factors in the creation of Czechoslovakia, 
can be clearly visualized by the reader as, 
respectively: the  sociologist-philosopher- 
statesman; the political scientist-diplomat ; 
and the scientist (astronomer)-general. H. 
Kohn's delightful discourse, “The Histori- 
cal Roots of Czech Democracy,” is replete 
with philosophical acumen and scholarly 
erudition. His analysis and interpretation 
of the role of the great historian Palacky 
in crystallizing the Czech national renais- 
sance during the past century is a remark- 
able attainment. 

Part V, entitled "The Passing of Czecho- 
slovakia," presents the events leading up 
to the crisis of 1938, the rise of Hitler, the 
destruction of the republic, first partially, 
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yet deatily, at Munigh and then completely 
with the conquest of Prague. The chapter 
by J. T. Shotwell, “Was Democraey Worth 
While?" stresses the vital significance of 
Masaryk and concludes: “The great experi- 
ment of Czechoslovak independence will be 
lost only if Europe itself is lost” (p. 447). 
Part V is appropriately closed with “A 
Prayer For Tonight” by Karel Capek, the 
famous dramatist who died shortly after 
the Munich dismemberment, reportedly 
brokenhearted over the fate ôf Czecho- 
slovakia. Part VI is devoted to “Chronol- 
ogy” and is followed by a comprehensive 
index. 

There are a few inadequacies and short- 
comings, but they are matters of treatment 
and do not affect the total value and scope 
of the work. When the book is judged in 
terms of its unity of subject and motiva- 
tion of purpose, by its timely usefulness as 
handy reference, by the richness of its con- 
tents, and by the thoroughness of its docu- 
mentation, it cannot be praised too highly. 
The aim fo present an objectively com- 
posed culture-historical treatise is certainly 
well fulfilled. The tribute to Masaryk and 
others, to the nation at large, and to the 
many inspirations drawn from the eventful 
Czech history, emanates from the very na- 
ture of the subject matter. Unchallenge- 
able historical facts, incontestable records 
of achievement, and plentiful living evi- 
dence of steady progress—these all speak 
for themselves. The book cannot fail to 
inspire fresh confidence concerning the ulti- 
mate solution of the present enslavement 
of the Czechs. A nation with such pride 
and rational determination, backed by its 
long and rich history, with so successful a 
record of economic enterprise and self-gov- 
ernment, will doubtless regain its rightful 
position among independent states.  Pa- 
lacky's famous statement, “We existed be- 
fore Austria, and shall exist again after she 
has gone," is well worth recalling as the 
Czechs are quietly preparing to rise as a 
free nation again when the doomed Nazi 
Reich is liquidated. 

VLADIMIR J. FEWKES 

University of Pennsylvania 


Manninec, WirLiaM R. Diplomatic Cor- 
respondence of the United States: Cana- 
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dion Relations, 1784-1860. Vol. I, 
1784-1820. Pp. xlvii, 947. New York: 
Columbia University Press, 1940. $5.00. 


During the years fror 1784 to 1820, 
scores of puoblems complicated the history 
ef Canadian-American relations, ranging all 
the way from the legacy of postrevolution- 
ary controversies to the aftermath of the 
second war with Great Britain. These 
problems include the loyalists, debts, 


_ boundaries, fisheries, fur trade, Indian re- 


lationst Northwest posts, the Jay treaty, 
the whole complex of causes leading to the 
War of 1812, and the Rush-Bagot disarma- 
ment agreement which was the most pleas- 
ant aftermath of a useless war. 

It is impossible to review adequately a 
collection of diplomatic correspondence 
covering over 900 pages. These documents 
throw light on all the problems just sug- 
gested, and on many more. They deal 
with all of British North America, not 
merely with Canada proper. Many relate 
to Louisiana, and some to the West Indies. 
Most of them are printed here for the first 
time. Many had to be gleaned from man- 
uscript volumes because the early archives 
are in such a disorderly state. One-third 
of the volume deals with communications 
to Great Britain, and about two-thirds with 
communications from Great Britain. The 
list of authors of these documents includes 
those on both sides of the Atlantic who 
were important in diplomatic affairs dur- 
ing this quarter century—Washington, 
Jefferson, Adams, Jay, Morris, Franklin, 
Pinkney, Pickering Randolph, Monroe, 
Marshall George Hammond, Castlereagh, 
Erskine, and many others. The documents 
themselves contain, among many other 
things, the negotiations which sought to 
liquidate the problems arising from the 
treaty of 1783, and those leading to the 
Peace of Ghent; the protocols of {he nego- 
tiations over fisheries and boundaries; and 
abundant evidences of the repercussions of 
the French Revolution on Anglo-American 
diplomacy. They refer also to lesser mat- 
ters, like smuggling across the Canadian 
border, and Rufus King's letter of August 
3, 1797, asking permission for a “Botanic 
Gardener in the Service of his Britannic 
Majesty" to traverse the United States “in 
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search of such plants as are still unknown 
or not described by Botanical Writers.” 

The editing has been faultlessly done, 
according to the high standards set by Dr. 
Manning’s earlier publications, His volu- 
minous footnotes are often more important 
than the documents themselves, and usu- 
ally longer. His thumbnail sketches of the 
leading characters responsible for this volu- 
minous correspondence are excellently 
done. The volume will be welcomed by 
all students of Canadian-American rela- 
tions, and is but the first in a series of 
four, projected under the auspices of the 
Carnegie «Endowment for International 
Peace, which eventually will cover the 
whole period from 1784 to 1860. 

CARL WITTKE 
Oberlin College 


SPROUT, HAROLD and MARGARET. Toward e 


a New Order of Sea Power. Pp. xiv, 
332. Princeton: Princeton University 
Press, 1940. $3.78. 


The Sprouts, authors of The Rise of 
American Sea Power, have written another 
volume distinguished for its comprehen- 
sive, scholarly research. The book treats 
of American naval policy and the world 
scene from 1918 to 1922. All available 
source material has been explored, even to 
the extent that through the efforts of 
President Dodds of Princeton the hitherto 
unavailable diary of Colonel Theodore 
Roosevelt has been examined for “behind 
closed door” views of the historic Wash- 
ington Limitation of Arms Conference. 

The most interesting section in a book 
of fifteen chapters, aside from observations 
on prewar British sea power and Pax Bri- 
tannica, treats of the Washington Confer- 
ence. The authors have recaptured the 
spirit of that historic meeting of major 
powers.® The moves, countermoves, and 
diplomatic bickerings of the delegates are 
set forth clearly and unbiasedly. The na- 
val ambitions and policies of the respective 
governments were often disclosed by the 
proposals and maneuvers of the delegates. 
Insuperable obstacles to agreement were 
frequently removed by the tact and astute- 
ness of Charles Evans Hughes, our distin- 
guished senior delegate. The effort of the 
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authors to report wqrld reaction to the 
treaties is skillfully handled» 

This volume gives, as did the previous 
volume, considerable attention to a criti- 
cal examination of the theses of sea power 
advanced by Admiral Mahan. The Sprouts 
write that “Mahan’s sea power interpreta- 
tion of history" is “a strange synthesis of 
brilliant strategical analyses and expansion- 
ist propaganda." The preponderance of 
expert naval opinion believes the basic 
thearies of Mahan to be sound today, with 
the exception that air power has become 
an indispensable arm of sea power. 

In their next book the Sprouts should 
analyze the outcome of the Washington 
Conference: the scrapping of the Nine- 
Power Treaty by aggressive Japan; how 
the spirit of disarmament and appeasement 
weakened Britain before entering a life- 
and-death struggle; how the United States, 
needing ships in 1941 as never before, engi- 
neered a conference in 1921 that scrapped 
767,880 tons of United States warships, 
costing the Government $277,695,994.34. 

In comment on the failure to limit auxil- 
lary tonnage as a foreshadowing of com- 
petitive building, the Sprouts write: “The 
tragedy of all this is clearer in retrospect 
than it was in prospect.” Competent ma- 
jority of naval opinion said in prospect, 
and again say in retrospect, that the United 
States lost its greatest naval battle at the 
Conference. “The Treaty,” said Charles 
Evans Hughes, “absolutely ends the race 
in armaments”; Captain Dudley Knox 
wrote that we no longer possess “the power 
to defend the Philippines or to support 
any other American Far Eastern policy.” 
As to the first statement, history has 
spoken. Time and a “two-ocean navy” 
may decide the second. 

LELAND P. LOVETTE 

Pearl Harbor, T. H. 


Rrrry, J. Frep. The Caribbean Danger 
Zone. Pp. xii, 296. New York: G. P. 
Putnam’s Sons, 1940. $3.00. 


Graduate students and specialists in the 
field of Latin American history and diplo- 
macy already know Professor Rippy as a 
writer of “required readings” which have 
demonstrated an encyclopedic knowledge 
of inter-American relationships, a tremen- 
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dous capacity for ostginal research, and a 
skill in writing unusual in so fine a scholar. 
Recent changes in international ‘relation- 
ships have served to increase, popular ip- 
terest in problems of hemisphere security 
and hemisphere economic and political re- 
lations generally. For this gradually 
broadening audience, Professor Rippy pre- 
sents in The Caribbean Danger Zone a 
skillful synthesis and interpretation that 
emphasizes "the strategic aspects of the 
relations between the United States "and 
the Caribbean region broadly defined, the 
devices and techniques employed by the 
United States in safeguarding its security, 
and the connection between dollar diplo- 
macy and strategy diplomacy in the Ameri- 
can Mediterranean.” To have condensed 
in a manuscript of about 100,000, words 
such a good statement of policy considera- 
tions relating to our Caribbean problems, 
past and present, is a notable achievement. 

Professor Rippy makes no effort to gloss 
the record qf protection of “the lives, prop- 
erty, and dividends of American citizens.” 
He finds that both the United States and 
the Caribbean countries have occasionally 
been guilty of transgressions and that the 
victims have not alone been the people of 
the Caribbean. He traces the employment 
of the Monroe Doctrine as a shield against 
the aggression of European powers, the 
evolution of the Roosevelt corollary, the 
continued effort to dominate zones of inter- 
oceanic communication in the Caribbean, 
the search for naval bases, the emergence 
of political finance as an important phase 
of foreign policy, the record of the era of 
protectorates, and the accomplishments of 
the “good neighbor” policy. In presenting 
the chain of exciting diplomatic episodes 
and the clash of personalities, Professor 
Rippy not only utilizes the standard works, 
but also makes contributions to the sub- 
ject. The reviewer is probably greedy in 
wishing that an additional chapter had 
been devoted to European possessions in 
this hemisphere. The indication in a foot- 
note that a survey may presently be made 
by the author of the changing attitudes of 
Latin Americans toward the United States 
since 1903 is good news. 

Extremely significant is the perspective 
with which Professor Rippy views recent 
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changes in Caribbean policy: “The aban- 
donment of the protectorates does not 
signify the abandonment of the maxim of 
dominating the Caribbean*at least to the 
extent deeneed necessary to prevent its 
domination by an aggressive non-American 
power. . . . Nor does Pan-Americanization 
[of the Monroe Doctrine] necessarily im- 
ply that the United States will not, because 
of the responsibilities flowing from its 
wealth and power, insist on priority of 
judgmeht in matters of New World de- 
fense." The totalitarian threat is discussed 
briefly but quite effectively. 

There is an index and a substaiitial bibli- 
ography, with brief critical and informative 
notes. The end-paper maps of the Carib- 
bean and of naval bases are useful. 

SIMON G. HANSON 

Washington, D. C. 


d 
BERLE, Apotr A., Jr. New Directions in 


the New World. Pp. xiv, 141. New 
York: Harper & Brothers, 1940. $2.00. 


These statesmanlike addresses are by- 
products of the busy career of Assistant 
Secretary of State Berle. They contain 
forward-looking proposals not yet in the 
forefront of the public conscience. They 
have permanent value. 

After tracing the development of the 
*góod neighbor" policy in the Americas 
and the breaking down of trade barriers 
through the Hull trade agreements, Secre- 
tary Berle ventures what he calls a dream 
of a central bank of the Americas. Such a 
bank would have credit-creating facilities 
based on the American dollar and would 
aim to absorb some of the shocks of eco- 
nomic fluctuation which are a continuous 
danger to the commercial and political 
stability of Latin America. 

A discussion of the weak points of the 
present banking system is followed by a 
proposal of a reorganization for the pur- 
pose of supplying capital and capital credit. 
This proposal includes the creation of a 
Public Works Finance Corporation which 
would make possible for the self-liquidat- 
ing public works agencies of the Unsted 
States Government direct financing instead 
of through a Federal project. Capital 
credit banks to be created by Congress are 
advocated in order that loans for small 
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businesses may be more available. The 
chapter, “Heirs of the Future,” is eloquent. 
It calls for courage and faith on the part 
of statesmen likÉ that recorded of the an- 
cient prophet and statesman Samuel, “for 
whom but one foundation was real; antl 
that lay not in the pride and strength of 
the ruler, nor in the successes of any indi- 
vidual, but in the faith which alone made 
possible the individual lives, the social 
achievement, the national life, the uni- 
versdl hope, in which a nation could find 
continuing life.” 

Mr. Berle is a thinker striving for new 
adjustmerts for old economic maladies. 
His constructive imagination is a quality 
too rare in foreign offices. Therefore New 
Directions in the New World is entitled to 
a place in the library of those searching for 
postwar solutions and a bold trend in 
American foreign policy. 

Orro T. MALLERY 

Philadelphia 


ALLEN, Henry J. Venezuela: A Democ- 
racy. Pp. xxii, 289. New York: Dou- 
bleday, Doran & Co., 1940. $3.50. 


Mr. Allen writes that he came to Vene- 
zuela “as men travel to a land of fables.” 
He wanted particularly to examine the 
broad program of social and economic im- 
provement that had been launched in a 
land which “had a balanced budget, no 
national debt, a surplus in the treasury, no 
unemployment, no relief rolls, and very 
few direct taxes.’ He found large ex- 
penditures being made for sanitation, edu- 
cation, agriculture, port improvements, and 
public health, and “a happy union of a 
sufficiency of revenues or credit and the 
anxieties of its leaders to accomplish a gen- 
uine humanitarian program.” 

As a shrewd observer with access to lo- 
cal authorities on various aspects of the 
program®the author has been able to com- 
ment on most of the important problems. 
Attention is drawn to the high cost of liv- 
ing; the tariff, which is one of the world's 
highest, weighs the more heavily because 
Venezuela imports a very large part of her 
consumption; rates are high even where 
there is little or no likelihood of local in- 
dustries being able to achieve capacity to 
supply the market efficiently. The tariíf is 
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not alone responsible Kor the high cost of 
living, however. Thanks to the spectacular 
developmhent of the oil industry, the Gov- 
ergment's income is one of the highest per 
capita governmental incomes in the world. 
Maximizing the benefits from such yields 
continues to be a major problem. It has 
been widely recognized that diversification 
of the economy is desirable so as to ease 
the readjustments that will be necessary 
when petroleum output eventually declines. 
Venezuela could raise a much larger pro- 
portion of its food requirements than is 
currently being produced. Mr. Allen con- 
siders in greater detail the public works 
that are in process or projected and the 
challenging problems of education and 
agriculture. While appreciative of the ob- 
jectives of the Venezuelan program, he is 
inclined to worry lest governmental spend- 
ing get out,of control. 

In the same easy style with which he 
treats Venezuelan developments, the author 
interjects certain opinions of cugrent events 
in Mexico and the United States which do* 
not add to the usefulness or quality of his 
book. He speaks of men working with “a 
sort of W.P.A. speed"; labor in a "sort of 
Venezuelan C.LO."; “the shovel leaner is 
doubtless here, as everywhere, but he isn't 
organized as yet . . .,he has no political 
license to lean." Recent developments in 
Mexico receive sharp comment: ‘“The Mex- 
ican Government had not only stolen in- 
vested property, which had been done be- 
fore in South America, but it had sought to 
justify the theft by the introduction of 
communism." 

Venezuela: A Democracy hardly merits 
the publisher's jacket comment of being 
"a complete and authoritative book on the 
country, its history, and its people.” The 
coverage is broad but superficial. 

SIMON G. HANSON 

Washington, D. C. 


TOBIN, HAROLD J., and Percy W. BipwELL. 
Mobilizing Civilian America. Pp. xi, 
276. New York: Council on Foreign 
Relations, 1940. $2.75. 

Any author who writes a book on foreign 
relations these days runs the risk of finding 
his facts out of joint by the time the book 
is published; and every reviewer who ex- 
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amines such a book gs racing against time. 
Nevertheless, this volume by Tobin and 
Bidwell satisfactorily summarizes the story 
of mobilization for the perjod 1916 .to 
Apri 1940. Since that date, important 
changes have been made: a Defense Coun- 
cil has been set up, and a conscription bill 
has been passed. As I write these lines, 
thousands of young men are marching oíf 
to training camps and a million more are 
trying to adjust themselves to the prob- 
ability of being called in the spring. Mean- 
while, the public is gravely disturbed by 
the fact that mobilization is upon us and 
we are not prepared for it. 

There are certain inadequacies in this 
volume which should not be attributed to 
the authors, who merely acted as rappor- 
teurs for the Council on Foreign Relations. 
General McCoy’s description of the work 
as a study of “industrial mobilization” is 
not entirely accurate. As the title indi- 
cates, the book covers a broader field, but 
in this wider area it leaves many problems 
untouched. 

This book reveals that we began to pre- 
pare for war about a year and a half after 
the last World War began. That conflict 
was two years old before we engaged in a 
partial “practice” mobilization against 
Mexico, and nearly, three years old when 
we actually entered the European War and 
began to mobilize in earnest. The war was 
over before we had perfected censorship, 
counterespionage, and industrial mobiliza- 
tion. Prior to the first World War, we 
were subjected to a very effective barrage 
of publicity by Great Britain, France, and 
Belgium. The Germans, after a half- 
hearted attempt to win our sympathies, 
recklessly abandoned caution and practi- 
cally invited our hostility. After the war, 
we sentimentally strove for a peace with- 
out victory, and after our rebuff at Paris 
we abandoned the League of Nations, 
closed the propaganda office, stopped civil- 
lan mobilization, and starved the Army. 
A few brave souls, enthusiastic about 
peace, clung to the League of Nations as 
the symbol of international co-operation. 
Big Business supported the Dawes and 
Young plans and in other ways encouraged 
the restoration of Germany, agreed that we 
should not press the European powers for 
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debt settlement, and then, inconsistently, 
demanded barriers to international trade. 
The farmers of the West relapsed into a 
stultifying isolation. When, in 1935, the 
Nye Commjttee and various independent 
authors disclosed unsavory practices on the 
part of munitions manufacturers, the ad- 
vocates of peace and the isolationists 
joined hands in the fight for disarmament. 
The Army continued to prepare plans for 
mobilization, but each one was shorter and 
vaguer*than the last. Meanwhile, ‘Ger- 
many grew strong again and totalitarianism 
spread throughout vast areas of the world. 
The Japanese, in 1931, moved into China 
and the second World War began. 

Our vexation with this turn in world 
affairs was relieved by vain diatribes 
against Hitler and Mussolini and a bitter 
persecution of the “friends” of Soviet Rus- 
sia. The concert established among all 
the despotisms promoted a unified antag- 
onism to the dictator states; but there 
were serious obstacles to its expression in 
vigorous measures. American manufactur- 
ers and shippers had been making rich 
profit trading with Italy, Germany, and 
Japan. They were not deterred by the 
Neutrality Act from supplying nonmilitary 
goods to the reactionaries in Spain (via 
Italy), Japan, and Italy itself, until the ex- 
tension of the embargo closed the Mediter- 
ranean. In the meantime, the manufacture 
of war goods had languished and what lit- 
tle there was had been contracted for by 
the Allies or by neutral powers closed to 
us by German advances and the presi- 
dential embargo. With the fall of France, 
war goods destined for this unfortunate na- 
tion and the neutral powers were reallo- 
cated to Britain and to the United States, 
which now began to take interest in “de- 
fense.” Meanwhile, a Defense Council had 
been created, and dismissed. There was 
still no active sentiment for our efitry into 
the war, but as German attacks on Britain 
and German penetration into the Balkans 
increased, we began to fear the defeat of 
Britain and the threat of invasion. This 
apprehension led to the reconstitutioa of 
the Defense Council, the granting of “over- 
age" destroyers to Britain, and the draft. 

Tobin and Bidwell properly devote many 
pages to the reasons why we are not pre- 
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pared for war today, despite the efforts of 
the Army and our experiences in the past 
war. We are still suffering from the ef- 
fects of propagamda for peace at any price. 
Even at this writing, we are, emotionally 
preparing for a war of defense, and ae- 
tually, as is inevitable, for an offensive 
war. In some respects we are better off 
than we were in 1917: (1) we know more 
about our national resources (for which 
we have the N.R.P.B. to thank); (2) we 
have more systematically surveyed plant 
facilities and equipment needs; and (3) we 
have begun to raise a conscript army in 
advance ef a declaration of war. But we 
are deficient in industrial man power of 
the superskilled class; we have made no 
decision on the great question of stand- 
ardized mass production; and there is no 
co-ordination as yet between the Army, the 
Navy, industry, labor, and consumers, In 
view of the fact that transportation and 
other essential industries were successfully 
though temporarily ,“nationalized” in the 
last war, perhaps we shall apply the lessons 
learned then in the present emergency. 
The real value of Tobin and Bidwell’s book 
is that it shows that an effective and com- 
prehensive plan for "total" mobilization is 
available. 
Roy V. PEEL 
Indiana University 


Lavine, Hangorp. Fifth Column im Amer- 
ica. Pp. x, 240. New York: Double- 
day, Doran & Co., 1940. $2.50. 


This book is about the people who fill 
the ranks of the Communist party, the five 
hundred or more fascist organizations in 
the United States, and their leaders (Fa- 
ther Coughlin, Joseph E. McWilliams, and 
General Van Horn Moseley). Most of the 
material presented here is hardly new at 
all since the activities of our Fifth Column 
have re@eived considerable publicity in re- 
cent months. But this is a highly readable 
study which will be widely read and which 
is at its best when propounding the thesis 
that the real danger to American institu- 
tions from the so-called Fifth Column lies 
not in imported Nazis and Communists, 
but in the indigenous antidemocratic tend- 
encies which have long existed in this coun- 
try, and which in times like these are apt 
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to flourish. In this yespect, the introduc- 
tory chapter, “This Is the Problem,” ought 
to be required reading in all classes of the 
social sciences and especially of “Citizen- 
ship.” It shows the most dangerous di- 
lemma facing our democracy: how many 
of our patriots, “plain Americans exercising 
their inalienable right to freedom of speech 
in order to effect changes in our form of 
government ... menace our nation as spies 
and traitors never could" (pp. 12-13). It 
is also this chapter which summarizes so 
ably the techniques of the Communists and 
Fascists to soften their victims. 

As another publication of the Institute 
of Propaganda Analysis, the work is weak, 
however, from one particular point of view 
—as all its products. It fails, somehow or 
other, fo present us with constructive dy- 
namics. For, let us be fair: even debunk- 
ing of propaganda can be carried too far. 
A distinction should be made between 
propaganda that is designed to destroy the 
foundations of the existing order of things 
and propaganda which we, as proponents 
of our kind of democracy (as contrasted to 
the type of "democracy" that Hitler and 
his satellites propound) must carry on by 
the same techniques, if necessary, as do 
our opponents. But how can this be done 
if everything that is undertaken in this 
field of propaganda faces immediately a dis- 
section as just another sample of “propa- 
ganda”? The Institute of Propaganda 
Analysis has given us enough substantial 
material on “uncovering” all kinds of 
propaganda. It ought now to present us 
with a design for propaganda for national 
self-preservation—and for all that this 
great goal implies. 

Joser S. Roucex 

Hofstra College 


Dies, Martin. The Trojan Horse in 
America. Pp. vil, 366. New York: 
Dodd, Mead & Co., 1940. $2.50. 


Activities of the Dies Committee have 
been described by Mr. Roosevelt as "sor- 
did” (The New York Times, October 28, 
1939) and as making “no effort to get at 
the truth, either by calling for facts to 
support mere personal opinion or by allow- 
ing facts and personal opinion on the other 
side” (ibid., October 26, 1938). Mr. Will- 
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kie once declared that the Dies Committee 
was “undermining the democratic process" 
(Zbid., November 2, 1939). Other observ- 
ers have been even less copgratulatogy. 
Consequently, readers may be surprised by 
the moderation and accuracy of the pres- 
ent volume. 

As in the Committee's Report of Janu- 
ary 1940, the language is unexpectedly 
restrained, and the evidence related to the 
topics under discussion. One rumor has it 
that ghost writers and certain other Com- 
mittee members have impressed Mr. Dies 
with the advisability of circumspection. 
Another view holds that two years of hear- 
ings have broadened the young Congress- 
man’s awareness of the facts of our social 
structure and have given him a more 
statesmanlike feeling for simple justice and 
the Jaws of evidence. 

From the standpoint of socia] science, I 
think the contribution of the book lies in 
its effort to establish criteria for identifying 
organizations that are under communistic 
or fascist control To qualify as ‘“‘com- 
munist led,” according to Congressman 
Dies’ definition, an organization must ex- 
hibit at least “five or six” of the following 
characteristics: (1) a substantial number 
of Communist party members and fellow 
travelers on its highest governing board; 
(2) frequent use of nationally prominent 
communist speakers at meetings; (3) key 
jobs and (4) editorships held by Com- 
munist party members; (5) literature regu- 
larly published by the communist printing 
plant, Prompt Press; (6) documents nota- 
rized by communist notary, Max Kitzes; 
(7) headquarters in Communist party 
buildings; (8) fnancial interlocking with 


the party; (9) accountants, (10) office 


workers and (11) entertainers drawn from 
party membership lists; (12) frequent fa- 
vorable publicity in the party press; (13) 
frequent interlockings with party-led 
United Front mass meetings and (14) 
parades; (15) frequent use of party slo- 
gans and resolutions; (16) prompt change 
of "Ine" when party line changes; (17) 
vigorous support of the Soviet Union; and 
(18) refusal to go on record as "clearly 
and emphatically opposed" to communism 
and the party. 

This seems to the reviewer a precise and 
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reasonable definition—decidedly an im- 
provement on the frequent usage which 
pins the label “Communist” on every lib- 
eral and on every articulat® nonmember of 
the D.A.R. and of the Liberty League. 

°” In defining Fascists, however, the book 
is less fortunate. A “fascist” organization 
is one which: (1) lauds Hitler; (2) dis- 
plays the swastika; (3) uses fascist sa- 
lutes; (4) frequently has German consular 
and diplomatic officers as speakers; (5) 
circulatts official German propaganda’ lit- 
erature; (6) co-operates frequently with 
"Nazi-minded" groups; (7) has not "gone 
on record against nazism and fascism as 
unequivocaly as it has against commu- 
nism"; (8) has or advocates uniformed 
storm troopers, (9) racial hatreds, or (10) 
contempt for parliamentary procedure and 
approval of the Fuehrer principle. 

This definition is so narrow as to exclude 
many of the native United States fascist 
movements. The reviewer recalls only one 
reference, for example, to Father Coughlin 
—to wit, that his Social Justice is “‘stand- 
ard reading in Bund camps" (p. 311). 
More important, the Dies definitions, 
which emphasize the financial affairs of the 
Communists, afford us no clew at all as 
to the financial backers of the native Fas- 
cists. So narrow, indeed, is this book's 
definition of a Fascist that it would have 
given no real indication of the full strength 
of Adolf Hitler’s own party in Germany 
during the years when it was covertly sup- 
ported by the German steel and chemical 
corporations. 

Twenty-three chapters are devoted to 
the Communists and four to the Fascists. 
Then comes a chapter on "America's An- 
swer," in which Mr. Dies makes what ap- 
pears to be a conscientious effort to find 
constructive suggestions. He recognizes 
frankly that communist and fascist propa- 
ganda could not take root exceft among 
an economically discontented people. He 
tries to meet this problem with a Social 
philosophy which is essentially that of Mr. 
Hoover's little book on Individualism. 
Like the pessimistic Mr. Hoover, he iseun- 
able to see any stopping place short of 
dictatorship, once the government starts a 
program of social planning. “To place 
upon democratic government the responsi- 
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bility for abolishing poverty and unem- 
ployment as a condition for its per- 
petuation is to seal its doom . . . simply 
preparing the way for dictatorship" (pp. 
352, 355). He does not eveg discuss the 
possibility of a sanely balanced economy, 
in which existing private monooolies are 
put into competition with public yardsticks, 
while genuinely competitive business is left 
outside the sphere of government competi- 
tion or regulation. 

His recommendations for controleof Tro- 
jan Horses are based on his economic de- 
featism. Since the problem of economic 
insecurity is to be left unsolved, discontent 
will continue to develop. Therefore, let 
both Communists and Fascists be deported 
if aliens, or stricken from the ballot and 
“outlawed” (p. 365) if citizens. Here 
again it seems to the reviewer that a con- 
structive course would be better in the long, 
run. Instead of “outlawing” our finan- 
cially distressed or mentally disturbed fel- 
low citizens, could we not pass a Jaw per- 
mitting them to speak their minds, but 
requiring an instant reply on the same plat- 
form by a speaker—a counterpropagandist, 
if you will—qualified to point out the nu- 
merous advantages of the American sys- 
tem? In this way, would not the attacker 
of democracy himself become a means of 
stressing democracy's achievements? And 
would not the interplay of contending per- 
sonalities develop a deeper social c00- 
sciousness in the audience than mere “out- 
lawry” of the opposition? In fact, is ee 
such “outlawry” the very totalitarianism 
that Mr. Dies is seeking to prevent? 

Bruce LANNES SMITH 

New York University 


Marx, Frirz Morstern (Ed.). Public 
Management in the New Democracy. 
Pp. x, 266. New York: Harper & 
Brothers, 1940. $3.00. 


The Harvard Guardian, an undergrad- 
uate magazine devoted to the social sci- 
ences, sponsored a conference at which 
the contributors to this volume delivered 
as addresses the substance of these essays. 
Part I, on “Foundations of Public Man- 
agement,” containing essays by Max 
Lerner, Maurice P. Davidson, and Phillips 
Bradley, is introductory in character. The 
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discussions are gues d in pom of view, 
thin in content, and far frem dealing ade- 
quately swith foundations. They mention 


- growth, change, diversity, planning, public 


relations, professionalization, and career 
service. 

Part II, “Essentials of Public Manage- 
ment,” presents a much more meaty dis- 
cussion. David Cushman Coyle examines 
the importance and the difficulty of pro- 
viding the chief executive with adequate 
informatión. Warner W. Stockberger re- 
views briefly certain accepted canons of 
leadership. John Pearson on “Teamwork” 
and Harry Arthur Hopf on “Administra- 
tive Co-ordination” provide well-organized 
and pointedly illustrated discussions of this 
most fundamental administrative problem, 
discussing the character and function of 
the executive, the nature and function of 
procedures in providing the staff with in- 
formation--including paper work, func- 
tionalization versus departmentalization in 
organization, the achievement of organiza- 
tional elasticity, individual versus group 
authority, and centralized versus decentral- 
ized allocation of authority. 

Part III, on “Recruitment for the Public 
Service,’ has one good essay by Arnold 
Brecht dealing with the relevance of for- 
eign experience for future American devel- 
opment. This is a compact discussion of 
the problems of politics, entrance examina- 
tions, relation to educational system, post- 
entry and ‘in-service training, and the 
quantity, quality, and distribution of admin- 
istrative experience which goes into making 
a good top administrator. This thought- 
provoking essay is followed by one less 
substantial on "Conditions of Reform in 
the United States" (Charles P. Messick), 
and by a stimulating examination of recent 
experience of the United States Civil Serv- 
ice Commission in “Problems of Selection” 
by Samuel H. Ordway, Jr. Erno Hobbing 
concludes the section with “Youth and the 
Public Service." 

Part IV, on “Conditions of Public Em- 
ployment," deals largely with a rapidly 
growing problem of public policy: the right 
of public employees to political and eco- 
nomic organization. Jacob Baker, “The 
Rank and File,” lays great emphasis on the 
responsibility of supervision for efficient 
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collective 'performance. Luther C. Stew- 
ard discusses the growth of the National 
Federation of Federal Employees*and the 
interest of public employees in the classi- 
fication act of 1923. Wallace S. Sayre 
analyzes the problem of the uncritical de- 
mand for the political neutrality of public 
employees and the potential threat such 
demand has to the fair and democratic ex- 
ercise of civil and political rights by em- 
ployees of government. The. last and 
longest piece is a somewhat rambling *and 
discursive essay on "Administrative Re- 
sponsibility” by Fritz Morstein Marx. It 
examines, with illustrations, the frailties of 
American judicial review, discusses the 
possibilities of legislative control, and de- 
velops, somewhat inconclusively, the im- 
portance of professionalization. , 

All in all, most of the essays in this vol- 
ume deserve attention from stydents and 
practitioners in the field. 

HARVEY PINNEY 

New York University 


WEAVER, FiNpLEY.  Oklahoma's Deficit. 
Pp. xii, 67. Norman: University of 
Oklahoma Press, 1940. 509. 


This is a critical analysis of the financial 
system of the state of Oklahoma. The 
author finds many faults therein. He 
points out that the state has followed the 
bad practice of earmarking the greater por- 
tion of its revenue for special purposes. 
Thus, it maintains approximately 180 spe- 
cial funds which control the expenditure of 
more than 70 per cent of its annual reve- 
nues. Many of these funds have yearly 
surpluses while others, and the general 
fund as well, have yearly deficits. Another 
fault in the state’s financial system is that 
more than three-fifths of its expenditures 
are made without any legislative appropri- 
ations, the individual departments spending 
them from special funds. Because of the 
existence of this multiplicity of special 
funds, the state’s system of accounting is 
extremely complicated. It is impossible 
from the ‘state’s financial statements to 
obtain an intelligible picture of its financial 
transactions and condition. Under these 
circumstances, effective budgeting is prac- 
tically impossible. 
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Dr. Weaver recommends a drastic re- 
duction in the number of special funds and 
the abandonment of the system of ear- 
marking the greater portiof of the revenue, 
as the first gtep to effective budgeting.. He 
recommends the establishment of a budget 
bureau and the installation of a modern 
system of accounting and financial report- 
ing. He believes that these reforms will 
go far toward the rehabilitation of the 
state’s finances and the re-establishment of 
budget#ry balance therein, for, in his Judg- 
ment, the existing revenues are sufficient to 
cover the expenditures of the state if they 
are effectively handled in one gefferal reve- 
nue fund and subjected to comprehensive 
budgeting. 

This study by Dr. Weaver constitutes a 
useful addition to the existing literature on 
the financial problems besetting our state 
governments. His study would have been 
of greater value, however, had he elab- 
orated more concretely upon the advan- 
tages of the executive budget system and 
demonstrated the manner in which the lat- 
ter could be fitted into the framework of 
the state's political and administrative sys- 
tem. 

Leo FISHMAN 

New York University 


Hansen, Marcus Lee. The Immigrant in 
American History. Pp. x, 230. Cam- 
bridge, Mass.: Harvard University Press, 
1940. $2.50. 


These vivid essays deal interpretatively 
with one of the most remarkable events in 
modern times: the intercontinental migra- 
tion of over fifty million people in the cen- 
tury between Waterloo and the first World 
War. Of these migrants, thirty-five mil- 
lion came to the United States, spending 
their labor power in the exploitation and 
the development of American sources. 
It may well be that this incoming army of 
producers and consumers had as much in- 
fluence in generating the unparalleled dy- 
namism of our nineteenth-century economy 
as the combined effect of all other fosces. 
Professor Hansen does not attempt to an- 
swer that question, indeed he does not 
even pose it, because such a query, how- 
ever appropriate for the economist, would, 
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in Professor Hansen’s opinion, be entirely 
too restricted for the historian. For the 
historian must deal with the entire varie- 
gated fabric thaé the loom of human living 
weaves; hence he must view these un- 
precedented intercontinental migrations not 
merely in their economic but in their cul- 
tural, political, and societal aspects. He 
must appreciate, moreover, the epic nature 
of the human experiences of millions of 
people “in motion.” It is therefore not of 
statistical abstractions but of hopeful, am- 
bitious, land-hungry, credulous, patient, 
homesick men, women, and children that 
Professore Hansen writes; of European- 
born pioneers, albeit a second phalanx, 
“engaged in the business of inheriting the 
earth.” 

Just how they husbanded that heritage, 
increased it, modified it, and enriched it, 


is the subject matter of these essays, which, 


are indeed the ripe product of what Pro- 
fessor Schlesinger in his foreword aptly 
calls “a musing mind," To Professor Han- 
sen the latter-day colonists were only dif- 
ferent from their seventeenth- and eight- 
eenth-century predecessors in their greater 
ethnic and cultural heterogeneity; they 
were quite similar in their economic pur- 
poses, in their political longings, and even 
in their puritanical tendencies. Freedom 
to work, the opportunity to share in gov- 
ernment, and the right to retain some cher- 
ished Old World ways of life—these were 
the only constant immigrant importunities. 
Professor Hansen has traced the profound 
effect of these expectations, ambitions, and 
hopes, not by cautious reference to docu- 
mentary sources, but rather as a summarist 
who, after having studied sources as a 
preparation, now speaks extempore with 
only interpretative purposes. And since 
these purposes are to show how thirty-five 
million newcomers blended their physical, 
mental, and moral contributions into our 
already polyglot culture, the method of 
exposition must vary from essay to essay 
depending on what new ingredient is to be 
emphasized. Yet whatever the circumstan- 
tiale accent, the undertone is always dra- 
matic, because above all the story of immi- 
gration is an odyssey-—the world’s greatest, 
I suspect, and the most satisfying to re- 
count in days less hopeful for those who 
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must seek new homes and new opportuni- 
ties. 
E. A. J. JOHNSON 
New York University 


WERTENBAKER?THOMAS JEFFERSON. Torch- 
bearer of the Revolution. Pp. viii, 237. 
Princeton: Princeton University Press, 
1940. $2.50. 

BARKER, CHARLES ÅLBRO. The Back- 
ground of the Revolution in Maryland. 
Pp. xii,e419. New Haven: Yale Univer- 
sity Press, 1940. $3.50. 


For some time, certain historians of the 
American Revolution have contended that 
the revolt of the colonies was much more 
than a mere constitutional or mercantile 
dispute. They have argued that the Revo- 
lution bore certain of the marks of a mass 
social upheaval, not altogether unlike that 
associated with the French Revolution. 
Although this thesis has been advanced in 
a general way, relatively little detailed re- 
search has been offered to support the idea. 
The brilliant series of essays By Professor 
Jameson, The American Revolution Con- 
sidered as a Social Movement, for example, 
belied its title, for it was in reality a study 
of the social results of the Revolution, 
rather than an approach to any underlying 
social conditions which may have given rise 
to the break with England. Lincoln’s The 
Revolution in Pennsylvania and Ecken- 
rode’s The Revolution in Virginia hinted at 
the idea by implying something of the so- 
cial forces at work in the conflict between 
tidewater and frontier. Even here, how- 
ever, the interpretation was largely pre- 
sented in terms of political and legislative 
history. Recently more attention has per- 
haps been paid to the interpretation ad- 
vanced by Louis Hacker, among others, 
that the Revolution essentially constituted 
a revolt of a rising colonial mercantile élite 
against the controls of the English com- 
mercial system. This idea holds that the 
Revolution merely substituted the control 
of one mercantile-planter aristocracy for 
another, and that the movement was sub- 
stantially without a social background. 

It is interesting to observe, therefore, 
that both of the present works constitute 
substantial arguments for the social thesis. 
Professor Wertenbaker’s study of the sev- 
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enteenth-century Virginia rebellion of Na- 
thaniel Bacon, desctibes convincingly the 
depths of social discontent among fhe small 
planter class of the colony with the social 
and economic inequities whiclf English rule 
imposed. ‘This discontent*was essentially 
the product of peculiarly American condi- 
tions of cultural development; it was, in 
fact, the first flowering of American democ- 
racy. Bacon actually planned a general 
rebellion against English rule in America, 
and his grandiose schemes failed, Professor 
Wertenbaker believes, only because his 
movement was premature. The move- 
ment, however, was but "liberty deferred." 
The spirit behind it never lost its force, 
and it burst forth exactly one hundred 
years later in a second rebellion against 
the outworn social order of the Old World 
transplanted to America. 

Professor Barker’s study is in atts an 
analysis of Maryland’s culture m the eight- 
eenth century, and although its method- 
ology is very different, it arrives at sub- 
stantially the same conclusions. The work 
contains a wealth of detail carefully bul- 
warked by statistics and copious references 
to primary sources. In the early eight- 
eenth century, Professor Barker believes, 
“Maryland had achieved a stable social 
order” of an essentially aristocratic nature. 
But the elements of instability were pres- 
ent, in the chronic depression in tobacco, 
in the system of Jand tenure, and in condi- 
tions of trade; while the vitality of the 
House of Delegates made it possible for 
them to find political expression. The at- 
tempt of Great Britain to reform her im- 
perial system after 1763 was launched in 
the middle of very deep and far-reaching 
economic depression. It provided exactly 
the explosive combination necessary to 
unite the discontent of the middle and 
lower gentry with the artisan class in a 
revolutionary movement. The similarity 
of this social and economic situation in 
Maryland in 1763 to that in Virginia in 
1676 is at once evident. 

In conclusion, it may be observed that 
Professor Wertenbaker, whether conscious- 
ly or not, has apparently joined the ranks 
of those who believe that history should 
abandon “impartiality” in the naive posi- 
tivist sense of the word. His study of 
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Bacon is frankly conceived in terms of 
admiration for the democratic principle of 
life, of which he feels that Bacon was a 
champion. The biography is one more 
piece of evidence of the drift among cer- 
tain historidns to write history in the light 
of certain “verities,” as a method of imple- 
menting a social faith. 
ALFRED H. KELLY 
Wayne University 


Briccs, Harotp E. Frontiers of, the 
Northwest. Pp. xiv, 629. New York: 
D. Appleton-Century Co., 1940. $5.00. 


This volume is a study of six, important 
frontiers in the Dakotas, Montana, Wyo- 
ming, and adjoining states. Opening with 
the Pike's Peak gold rush on the mineral 
frontier, Dr. Briggs describes the mad rush 
to Idaho, Montana, Wyoming, and the 
Black Hills. He discusses the various eco- 
nomic phases of mining and devotes con- 
siderable space to saloons, hurdy-gurdies, 
and gambling dens, as well as to religion, 
education, and cultural outcroppings. The 
Calamity Jane myth and the Vigilance 
Committees are well handled. 

The second frontier considered is that 
of the buffalo—-the extent of its range, 
methods employed in hunting the sbaggy 
animal, and its place in the early fur trade. 
The third frontier is that of the cattleman, 
from the earliest days to the Johnson 
County War in Wyoming and the end of 
the open range. Texas cattle drives, the 
development of the range cattle industry, 
the disastrous winter of 1886-1887, prices 
and profits, cattle associations, and cattle 
rustlers are some of the topics treated in 
this section. Relatively little space is al- 
lotted to the frontier of the sheep ranchers, 
those most “despised and rejected of men” 
(p. 331) who roamed the “sheep-growers’ 
paradise" (p. 318) of Wyoming. Almost 
one-fourth of the book, on the otger hand, 
is devoted to the frontier of settlement. 
This section opens with Dubuque .land 
speculators staking out Sioux Falls in 1856 
and closes with the settlement of Montana 
and Wyoming. Townsite booms, immjgra- 
tion activities, colonization projects, rivalry 
for county seats, and the disappearance of 
more than one “Metropolis of the Plains” 
(p. 477) all form a part of the general pic- 
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ture. The sixth and last frontier is that of 
agriculture in all its economic and social 
aspects. 

Thirty-eight epictures, seven maps, and 
attractive end-covers, coupled with an im- 
mense amount of research and a facile 
style, combine to make this the best single 
volume relating to the Upper Missouri. 
One might question such slips as that im- 
plying the general introduction of roller 
skating (p. 96) in Idaho by 1865. The 
range cattle industry in Iowa did not reach 
its “heights” (p. 182) during the forties. 
Equally loose is the statement that the 
boom inetown lots “began in parts of the 
Middle West about 1854" (p. 348). 

Copious footnotes, a classified bibliogra- 
phy, and an adequate index add much to 
the value of this meritorious contribution 
to western Ámericana. 

WILLIAM J. PETERSEN 

The State Historical Society of Iowa 


Corwin, EDWARD S. The President: Office 
and Powers. Pp. xii, 476. New York: 
New York University Press; 1040. $5.00. 

Ewinc, Cortez A. M. Presidential Elec- 
tions. Pp. xii, 226. Norman: Univer- 
sity of Oklahoma Press, 1940. $2.50. 


Professor Corwin has given us a book 
rich in thought and scholarship. It is pri- 
marily a study in public law and discusses 
the constitutional basis of the President as 
administrative chief, chief executive, com- 
mander-in-chief, director of foreign rela- 
tions, and popular leader and legislator. 
The legal aspects of the presidency are 
discussed with the mastery to be expected 
of Professor Corwin, but the author goes 
much further and expresses highly interest- 
ing views on many institutional phases of 
our Federal Government. His concern 
with public policy is well typified in a chal- 
lenging critique of the place of the inde- 
pendente commission as set forth by the 
President's Committee on Administrative 
Management. “The world of administra- 
tion is a pluralistic rather than a monistic 
world," Professor Corwin writes. “Cer- 
taigly to conceive of the President as a po- 
tential ‘boss of the works’ save in situa- 
tions raising broad issues of policy would 
be both absurd and calamitous.”  Corwin's 
book is full of cogent comments that reveal 
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his awareness of various governmental 
trends. Nor does he hesitate to offer sug- 
gestions for constructive change. His 
whole temper of thought, however, veers 
away from ‘any single slashing solution. 

In general, ‘Professor Corwin holds that 
the President’s powers in many respects 
have become “unduly personalized." “No 
President has a mandate from the Consti- 
tution to conduct our foreign relations ac- 
cording to his own sweet will.” The au-, 
thay raises as a final and basic problem the 
equating of the political forces represented 
in Congress with those behind the Presi- 
dent to the end of placing both on “a 
durable and understood basis.” Yet in 
fact our chief executives assert “a power- 
ful legislative initiative,” further aggra- 
vated by great powers exercised through 
administrative regulations. This is a con- 
sequence of the Government’s active re- 
formist cóntrol of economic enterprise. 

Democracy. has emerged from the con- 
stitutional chrysalis, Corwin concludes. 
The majority is triumphant? With the 
decline of judicial review, the center of 
gravity in our system now lies between 
the President and Congress. As one insti- 
tutional device for stabilizing presidential 
leadership Corwin suggests that the Cab- 
inet be selected from leading members of 
Congress together with department heads 
"whose activities are of general and con- 
stant political significance." 

Professor Ewing in his study of presi- 
dential elections builds upon an analysis 
of election returns rather than the pro- 
grams of political parties. He seeks to 
discover "the decision-making power" of 
our politics through a study of voting 
statistics from 1864 to 1936.  Presiden- 
tial campaigns are “mere popularity con- 
tests." The intervention of government 
in economic affairs caused “a division in 
American politics that could scarcely be 
compromised by a single party.” The 
Democrats were slow to respond to the 
deep tendencies in our economy, the Re- 
publicans “fought off the threat of Bry- 
anism and'surrendered in part to its prin- 
ciples.” 

As our political stakes have risen, popu- 
lar participation in elections has increased. 
Professor Ewing documents these trends 
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statistically. In the game terms the prob- 
able influence of minor parties are care- 
fully set forth. The minor parties are 
“the agencies through which the public is 
prepared to accept changed political pro- 
grams.” In six of the last sixteen elections 
the plurality decisions were due to the 
votes attracted from the major contestants 
by minor parties. Professor Ewing has 
performed a unique task well in providing 
-a continuous and systematic interpretation 
of the distribution of voting strength in 
presidential elections. He includes many 
tables giving a breakdown of election re- 
turns in various forms. His volume is an 
indispensable handbook for the student of 
voting behavior, past, present, and future. 
PENDLETON HERRING 


Harvard University Press : 


BEAN, Louis H. Ballot Behqvtor. Pp. 
102. Washington: American Council on 
Public Affairs, 1940. Clothbound, $1.50; 

_ paperbouad, $1.00. 


This is a small book—reading time, two 
hours—that analyzes the voting behavior 
of the country in Congressional and presi- 
dential elections. The author has found 
that contiguous states tend to reveal sim- 
ilar voting patterns and that the vote in 
any one state bears a definable relationship 
to the vote of the entire nation. 

The discovery and analysis of these pat- 
terns can be used practically in two ways: 
First, for purposes of appraising election 
trends. New York, for example, normally 
votes 2 per cent less for the Democratic 
presidential candidate than the nation. If 
a poll or some other appraisal shows a 
. 52-48 split for the Democrats in New 
York, then the country will likely vote 54 
per cent Democratic. Or, in reverse—if 
the country as a whole is shown to be 54 
per cent Democratic, then New York may 
be placed in the Democratic electoral col- 
umn with a Democratic split of 52-48. 

The second use for this system of analy- 
sis is to appraise social forces at work in 
an election. In 1928, for example, states 
in which there were large Catholic popula- 
tions varied from their voting norms in 
favor of Al Smith; states in which there 
were few Catholics varied from their vot- 
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ing norms against Al Smith. Therefore, 
the religious issue determined votes. 

The predictive value of the “Bean For- 
mula” obviously depends om the changeful- 
ness of the, voting relationships between 
states and the margin of error for any 
given series of relationships. In Maine, 
for example, the Democratic per cent of 
the vote was about 2 per cent less than the 
nation in 1912, but 15 per cent less in 1932 
and 19 per cent less in 1936. Bean allows 
for trends, but how can we know when the 
relationship changes? Maine, in fact, was 
only 6 per cent below the national Demo- 
cratic percentage in the last eleetion. On 
the whole, however, the voting patterns in 
1940 were stable, the average variation 
from “normal” being but 3.3 per cent. 
But in 1928, under the impact of the reli- 
gious issue, as the author shows, the vote 
failed to conform to the norm in many 
states. 

The use of the method for causal analy- 
sis of election trends js interesting, but, as 
the author himself points out, it leaves 
much to be desired since issues cannot be 
unscrambled and weighed separately. Also, 
as states vary from the norm and thus 
spotlight the influence of any issue, the 
value of the system for election prediction 
tends to disappear. 

The Bean Formula for appraising elec- 
tion trends provides a good rough check 
for the political analyst, and should be a 
part of the working kit of every student 
in the field. But the development of pre- 
cision instruments, both for appraising 
election trends and for assigning causes, is 
likely to go in the direction of sampling 
rather than in analyzing past voting trends. 
The reason is that samples provide “elec- 
tions” at the will of the investigator. Also, 
issues can be unscrambled by the sampling 
method, and through cross analysis of the 
data the force of issues can bee weighed 
s a high degree of accuracy. 

CLAUDE ROBINSON 

Opinion Research Corporation 


BLAISDELL, Donain C. Government sand 
Agriculture. Pp. xiv, 217. New York: 
Farrar & Rinehart, Inc., 1940. $1.00. 


Even if we exclude the personnel of the 
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military departments, the United States 
Government, according to the National Re- 
sources Committee (The Structure of 
American Econ8my), has become the larg- 
est employer in the country end possibly 
in the world. Its departments and agenciés 
penetrate all civil life, providing a host of 
direct and regulatory services. The ob- 
jectives of government in modern indus- 
trial and social life have been debated too 
much from violently conflicting fundamen- 
tal viewpoints—-laissez faire versus govern- 
ment planning, as though one was the only 
alternative to the other, or as though we 
could have one or the other merely by 
making a political choice. 

A far more realistic approach is a study 


of the economic and social forces that are. 


bringing about government intervention as 


well of the methodology of government, 


procedure. This apparently is the aim of 
the "Government in Action Series" of 
which the excellent discussion by Mr. 
Blaisdell is the first. 

It is probably no accident that a dis- 
cussion of the Department of Agriculture 
leads the list of this series. The Depart- 
ment has long been considered an efficient 
arm of the Government, rendering scien- 
tific, educative, regulatory, and administra- 
tive services. Since 1933 there has been 
thrown into its lap the most colossal prob- 
lem of modern life, that of adjusting tech- 
nological developments in production with 
the dynamics of demand. That is the most 
formidable problem confronting society in 
all its phases. A planned approach was 
undertaken in agriculture. That attempt 
is probably the most exciting economic 
story after 1930. Mr. Blaisdell has at- 
tempted to tell that story. He does it 
competently and thoroughly. He speaks 
with the, familiarity of one who has been, 
not merely in the audience, but has had 
an important role on the stage (Admin- 
istrative Assistant to the Under-Secretary 
of Agriculture). If one feels that he is too 
Ney Dealish and neglects to be objectively 
critical, possibly that adds to the flavor of 
the writing. The reviewer believes that 
the magnitude in achievements of objec- 
tives of the Department of Agriculture 
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since 1930 permits glossing over with equa- 
nimity its minor missteps. « 
BERNHARD OSTROLENK 
College of the City of New York 


SANDERSON, D'wicHT. Leadership for Ru- 
ral Life. Pp. 127. New York: Associa- 
tion Press, 1940. $1.25. 


The widespread rise of discussion groups 
occasioned by the necessity of furthering 
concerted action among farmers during the 
laste few fears has brought a clear recog- 
nition, on the part of leaders concerned 
with rural welfare, of the fact that there 
exists a dearth of leadership among farm- 
ers. Farmers do have paid leaders, but 
they are really not a part of the farming 
communities in which they may work. 
Consequently, a prime responsibility of 
paid leaders such as agricultural agents, 
ministers, and teachers is to stimulate and 
guide the development of leadership among 
the farmers themselves. To aid these paid 
leaders, as well as lay leaders on whom 
much responsibility falls midst today’s 
changing rural life, Dr. Dwight Sanderson 
has written Leadership for Rural Life. 

This volume carefully presents the the- 
ory of leadership which involves a socio- 
logical analysis of the relation of the leader 
to the group. This analysis is in reality a 
briefly given sociclogical background of ru- 
ral society such that any leader must un- 
derstand if his efforts in any group activi- 
ties among rural people are to succeed. 
Furthermore, the leaders in whom the au- 
thor is interested are the officers of the 
lodges, the churches, the Grange, the Farm 
Bureau, the 4-H Club, the Boy Scouts, 
etc. These are the men and women 
through whom and around whom democ- 
racy must function and be maintained in 
American rural life. Thus, M. L. Wilson 
in his foreword points out that if the pro- 
fessional and lay readers can assimilate the 
principles and suggestions embodied in the 
publication they will “make an important 
contribution . . . in making the new agri- 
cultural democracy a reality." 

As an example of the many principles 
examined, attention may be called to types 
of origin of group leadership. In one case 
a group elects its leader to perform a spe- 
cific service for the group. In the other 
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case, a ree perc sying some need forms 
a group to cope with the situation and as 
a result becomes the leader of *the new 
group. -A second example is [he presenfa- 
tion of the functions of a leader: group 
- spokesman, group harmonizer, group plan- 
ner, group executive, group educator. 

A“ very important question is also raised 
and discussed: Can leadership be devel- 
‘oped? This is answered in the affirmative, 
and on the answer positive suggestions as 
to how to accomplish the end°are made. 

‘However, the point is emphasized that 
' there can be no general training for gen- 
eral leadership; the qualities that are 
needed in one type of leadership may not 
be the same qualities necessary in another 
type. Thus a leader in a Boy Scout troupe 
may not be a good leader for a Grange. 
.The author holds, and not without cause, 
that many rural groups have been domi- 
nated more or less by leaders in political 
and economic affairs. 

There are certain essentials in leadership 
training such as knowledge, ability to think, 
and the acquiring of actual and vicarious 
experience. The vicarious experience may 
be secured through conferences and schools 
conducted for the training of leaders. The 
greatest source in the creation of leader- 
ship, however, is the proper motivation. 
The leader must want to do his leadership 
job. The real leader in rural life today is, 
in many respects, a prophet. Implied in 
the whole discussion is the necessity for 
rural life to have prophets if it is to arise 
from its relative disadvantaged place in 
our society. 

This ‘book has been written to fill a 
definite need, that is, to suggest how lead- 
ership in rural life may be trained. The 
book does more than accomplish that end; 
it summarizes the best thinking on the sub- 
ject of leadership and provides a basis for 
careful scientific study of the subject. 
That is:the next step for the sociologists. 

Bruce L. MELVIN 

Washington, D. C. 


Lanois, PAuL H. Rural Life in Process. 
Pp. xx, 599. New York: McGraw-Hill 
Book Co., 1940. $3.75. 

The only native-born American social 

Science, rural sociology, receives its latest 
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systematization in this excellent text. The 
work is divided into five parts dealing re- 
spectively with the structure of rural life 
in the United States, soci@l experience and 
personality formation, interaction processes 
in a dynamic society, social institutions in 
a changing culture, and the emerging prob- 
lems of a dynamic society. Throughout 
the whole work Landis never considers ru- 
ral sociology as a study of farmers, but as 
a study of the foundations of the total life 
of our culture. Thus essentially rural ‘soci- 
ology is much more of age as a mature 
philosophy than most of the other thinking 
in our social sciences. This fumdamental 
virility of rural sociology explains its rapid 
rise and wide appeal to the college student 
and informed public in spite of the at- 
tempts of the agricultural economists to 
blanket it and the failure of most works in 
general sociology even to mention it. 

Landis’ text is organized somewhat as 
the evolution of the science itself has pro- 
ceeded. Early investigators became inter- 
ested in the simple anatomy or ecology of 
the rural social structure. From anatomy 
arises function or physiology. Out of this 
arises the mentality of the rural districts 
and the impress of this rural environment 
upon the personality of its people. Finally 
comes the relation of this "rural mentality" 
to the whole structure. Neither the farm 
nor the city furnishes the ideal life, con- 
cludes the author. This must come, he 
continues, by the cross fertilization of 
these two dominant ways of life, and in 
this new hybrid the rural contribution is 
more fundamental, more permanent, and 
more necessary. 

Rural life plays the same role in national 
culture that the protective foods do in the 
individual biologic processes. One can 
measure and see calories and grams but 
protective foods must be understood by 
induction, deduction, and the higher men- 
tal processes. 'That the leading rural soci- 
ologists of this nation have reached: this 
process in their thinking is not only à 
tribute to them but a sampling of the fun- 
damental soundness of American culéure. 
Under the influence of such works as this, 
the false objectivity and unrealism of our 
other social sciences must either fall by 
the wayside or receive a new invigoration 
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which will make them almost unrecogniz- 
able compared with their present stumbling 
inadequateness. 

e CARLE C. ZIMMERMAN 


Harvard University : 


McWiLLiAMs, Carey. Factories in the 
Field. Pp. 334. Boston: Little, Brown 
& Co., 1940. $2.50. 


Sincere advocates of “the American 
way" will get a distressing shock from Fac- 
tories in the Field. Fascism in California 
has its parallels and Grapes of Wrath could 
be shrugged off as fiction, but Carey Mc- 
Williams js a native son, State Commis- 
sioner of Immigration and Housing, and 
what he writes is not fiction. 

The fields of California, with their extra- 
ordinary fertility, are largely the property 
of a feudal oligarchy who secured their 
control through the validation of Mexican 
land grants, by legislative or judicial con- 
nivance, or by forthright buccaneering. 
The “factories” are packing sheds, can- 
neries, sugar beet refineries, cotton gins, 
wineries, and large-scale mechanized meth- 
ods of cultivation and harvest. The criti- 
cal problem is migratory labor. 

Labor has always been scarce at certain 
seasons in California. Through successive 
eres of gold mining, cattle raising, wheat 
farming, fruit growing, lumbering, sugar 
beet production, vine culture, cotton til- 
lage, and a multitude of specialty crops, 
there have been surging booms and re- 
sounding collapses, but the state has grown 
prodigiously rich and concentrations of 
wealth have pyramided. After the hapless 
Indians had been starved or forced into 
the hills it became profitable to import 
Chinese, East Indians, Japanese, Filipinos, 
and Mexicans. On the residual strata of 
these fading sources was deposited, be- 
tween 1930 and 1939, a layer of refugees 
from thee‘Dust Bowl"—"Okies," "Arkies," 
and “Texicans’—native white Americans, 
many of them former landowners, most of 
them nearly destitute. 

Our national tradition has condoned the 
oppression of "Chinks," "Rag Heads,” and 
"Greasers," but the exploitation and deg- 
radation of fellow citizens has excited 
widespread sympathy and indignation. 
The invoking of good old-fashioned vigi- 
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lantism, supplemented by pick handles, 
tear gas, shotguns, cbncentration camps, ' 
and progressive starvation against these 
unsophisticated migrants, has had various 
justifications’ It has been ‘charged that 
they have no ‘appreciation of .sanitation, ` 
that they are Communists, that they should 
go back where they came from, and that 
they do not recognize the perishable na- 
ture of California crops. A solid bloc of 
employers, organized under the somewhat 
misleadingename of “Associated Farmers,” ` 
has fostered these views with the active 
support of the press, the American Legion, 
the Chamber of Commerce, and an indefi- 
nite number of deputy sheriffs. Relief au- 
thorities are necessarily “co-operative” and 
the American Federation of Labor at its 
best supine. Even after due allowance has 
been måde for the bias and the indignation 
which the author reveals, the hardships of 
these newcomers stand out against the 
wealth and beauty of their new surround- 
Ings in a contrast which the Dust Bowl 
scarcely afforded. E 

Hopeful prospects are not emphasized in 
this book. Co-operative settlements, col- 
onization programs, and even temporary 
camps have met vigorous opposition. Mr. 
McWilliams suggests "collectivization" (p. 
324), which seems rather remote as com- 
pared with minimum wages, collective 
bargaining, articulated crops, and cheap 
transportation. Certainly there is slight 
prospect for expropriation in the sort of 
society which the book has described. If 
California has reached the end of a cycle, 
as the author indicates, some form of stabi- 
lization is in order. On the other hand, 
there is no reason why “Associated Farm- 
ers" should not extend the cycle indef- 
nitely by importing southern Negroes who 
are still docile, are admirably trained for 
the expanding cotton fields, and have 
clearly demonstrated their potential mo- 
bility. It seems patent that so long as 
there is no restriction of migration to Cali- 
fornia there is but a forlorn hope for im- 
proving relatively the status of migratory 
laborers. Industry may absorb some of 
the unemployed and there are ample re- 
sources for those now in the state, but if 
others continue to pour in there are no 
positive prospects for a stable economy. 
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It is perhaps appropriate that this book 
should be reviewedfby an “Arkie,” son of 
a peasant proprietor, ex-migratory laborer, 
ex-tramp thresher, ex-fruit picker, ex-stone 
cracker. After reading Factories in the 
Field I can only thank Cod for vertical 
mobility. Perhaps that may yet provide 
some more acceptable solution. 

W. WALLACE WEAVER 

University of Pennsylvania 


RosENQuUIST, Cart M. Social, Problems. 
Pp. xx, 519. New York: Prentice-Hall, 
Inc., 1940. Trade ed., $4.00; school ed., 
$3.00. 


This is another book, among a great 
many which have appeared in recent years, 
dealing with what are termed social prob- 
lems. The book opens with a brief chap- 
ter on the nature of social problem’, which 
serves as an introduction to the usual prob- 


lems discussed in books on sotial “pathol- * 


ogy.” In this instance Rosenquist includes 
chapters on the family, industry, the effects 
of change *n rural and urban communities, 
business cycles, economic maladjustment, 
relief and prevention of economic malad- 
justment, child labor, crime and juvenile 
delinquency, political maladjustment, phys- 
ical and mental defectives, health, race, 
and nationality problems. 

These topics, among others, are selected 
for consideration because they meet a spe- 
cific criterion. The criterion employed 
stems from Rosenquist’s definition of a 
social problem. A social problem is any 
situation or process which is popularly rec- 
ognized as bad and which is followed by 
attempts to eliminate or cure it. In other 
words, Rosenquist views social problems as 
manifestations of society itself. He is not 
concerned with passing judgment on the 
goodness or badness of situations, but is 
only concerned with the study of those 
situations which a large number of persons 
within a society regard as harmful and 
remediable. 

In scope the book is rather ambitious. 
A variety of topics are covered; many of 
them, however, are discussed too briefly to 
be of any considerable value to the reader, 
though it is true that any attempt to make 
these discussions anything but brief would 
have resulted in materially increasing the 
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size of the book. Undoubtedly, there is 
some virtue in being brief, but to cram, for 
example, the rather important subject of 
the treatment of juvenileedelinquency into 
five pages renders that which is written a 
mere sketch. Nor does it seem that much 
can be gained in the way of knowledge 
about the business cycle when a discussion 
of it is spread over a little more than four 
pages. However, it is true that books of 
this kind may serve a useful purpose in 
that they can be used as guides or study 
outlines, and by raising questions may 
serve as incentives to extensive and funda- 
mental reading and study. . 
E. D. MONACHESI 
University of Minnesota 


GRAHAM, JoHN, JR. Housing in Scandi- 
navia. Pp. xvi, 223. Chapel Hill: Uni- 
versity of North Carolina Press, 1940. 
$2.50. 


This is a significant book. It is based 
on first-hand investigation about peoples 
who have made momentous contributions 
to modern civilization and to civilized 
methods of solving the housing problem. 
The writer, in his studies of housing in 
Denmark, Sweden, Norway, and Finland, 
has found the answers to both the reasons 
and the methods employed by these coun- 
tries in bringing about well-organized and 
workable co-operation between public and 
private enterprise, and has brought into 
focus the significant factors which might 
be helpful in solving the American housing 
problem. In selecting the statistical and 
other factual evidence of the processes and 
the successes of the various methods of 
handling the land problem, subsidies, co- 
operative enterprise, costs of construction, 
design, and rural housing, Mr. Graham has 
shown particular skill and discrimination so 
that the book is free from the pedantry of 
scholastic dilettantism and slows the 
skilled discrimination of the men of long 
experience in housing reform. 

Of all the books on housing i in Europe 
which have come to the reviewer's atten- 
tion in recent years, this volume seems to 
have been written with the clearest under- 
standing of the lessons which are most 
significant for us to learn from overseas 
experience. Mr. Graham’s chapter on 
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“Applied Philosophy”? carries a message 
which applies particularly to rural housing. 
This is a subject which we have not neg- 
lected in the Unéted States, but which has 
never been clearly related to the general 
housing movement and has certainly not 
been related to the rural economy of this 
country. Mr. Graham’s analysis of the 
rural housing problem in the United States 
in the light of the Scandinavian achieve- 
ments and policies should not be over- 
looked by those who view the housing 
problem as a city or slum problem and 
who fail to realize that the vitality of the 


. millions of farm dwellers and workers is 


at least as important to the nation as that 
of the industrial workers, employed or 
hoping to be employed in our cities. 

I cannot conclude this brief review with- 
out expressing my gratitude to the author 
for departing from the rigid style of the 
reporter and for giving the book a human 
quality which conveys a sense of under- 
standing of the people who have developed 
a constructive housing program while illu- 
minating the program itself. 

CAROL ARONOVICI 

Greenwich, Connecticut 


Davis, Maurice R. (Ed). Sumner To- 
day. Pp. xxvi, 194. New Haven: Yale 
University Press, 1940. $2.50. 


The Sumner tradition is of extraordinary 
tenacity, especially at Yale, where for a 
generation it has been nursed and devel- 
oped with unflagging industry. 

The essays here selected for republica- 
tion, to signalize Sumner’s centenary, date 
for the most part from the 1880's and 
1890’s. Some are taken from such jour- 
nals as the Forum and Independent, and 
some were public addresses. A few have 
not hitherto seen the light of print. The 
novel feature of the volume is that each 
essay 1s fellowed by comments on the part 
of one or more living “outstanding Ameri- 
cans." The commentators range from H. 
L. Mencken and Colby M. Chester to 
Bruce Barton and Mark Sullivan, and from 
Chaves A. Beard and Willard L. Thorp 
to Norman Thomas. Many of the com- 
ments are as revealing as the original es- 
says. 

Outside the circle in which the Sumner 
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' tradition has become a cult, it is doubtful 


whether this book wÉl add to Sumner’s 
reputation as a fact finder and objective 
social scientist. The reverse is more likely. 
For if, as it' is the fashion to hold these 
days, the social'scientist must refrain from 
expressing value judgments, it is certainly 
Sumner the man, and not Sumner the sci- 
entist, who speaks in these essays. 

The editor himself seems to have had 
some misgivings on this score. He admits 
that,Sumrmers “forcefully expressed con- 
victions, stated tersely and without evi- 
dence, sound dogmatic,” but he offers in 
excuse that Sumner in this type of writing 
was attacking live issues on the firing line, 
and that allowance should therefore be 
made for the teacher's impulse to over- 
state. 'That Sumner was an arduous col- 
lector ôf facts, everyone knows—witness 
his Folkways—but one cannot read these 
“firing line* essays without surmising that 
Sumner's value judgments—sentiments or 
prejudices would in some instances be 
more accurate terms—his phifosophy of 
life, and his social perspective were hold- 
overs from his early life and training, little 
influenced by his later intellectual labors. 

These essays reveal the man in all his 
austerity, his unwavering confidence in the 
correctness of his own values, and the nar- 
rowness of his economic and political phi- 
losophy. His uncompromising, laissez faire 
individualism—the individualism of James 
Mill and Herbert Spencer—is well known. 
But it is somewhat startling to find him 
saying (“The Absurd Effort to Make the 
World Over,” Forum, March 1894) that 
“up to this time democracy never has done 
anything, either in politics, social affairs, 
or industry, to prove its power to bless 
mankind.” 

A. B. WOLFE 

Ohio State University 


HARING, Doucras G., and Mary E. JOHN- 
son. Order and Possibility in Social 
Life. Pp. xii, 772. New York: Richard 
R. Smith, 1940. $4.00. 


This is a singularly diffücult book to 
classify. In large measure, it js a com- 
pendium of materials pertaining to man 
and, particularly in the latter sections, to 
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man in his social relationships. The vol- 
ume is a testament fo Franklin H. Giddings 
—to whom the book is properly enough 
dedicated—whose theoretical. formulations 
and writings furnish the framework for the 
sociological discussion. j 

Book I consists of brief ethnographic de- 
scriptions gleaned from the accounts of 
Bogoras, Boas, Rivers, Kroeber, Hayt, 
Herskovits, and Means, This is in effect 
a brief annotated source book intended to 
illustrate the range of -culturaf variation. 
Book II is devoted to a summary of evi- 
dence from the biological sciences about 
the “nature of man,” drawing heavily upon 
Darwin, Morgan, Child, Hogben, and Hoo- 
ton. The third book continues with an 
account of the dynamics of behavior and 
development of the individual, quoting ex- 
tensively from such assorted materials as 
those of Herrick and Sherrington on neu- 
rology, Jennings on action systems of pro- 
tozoa, Mathews on physiological chemistry, 
and Canngn and Gesell on physiology and 
psychology. Of approximately the first 
four hundred pages, then, more than one- 
half consists of lengthy quotations from 
writings on these several subjects. 

Book IV is devoted to what Giddings 
called the study of pluralistic behavior and 
is largely derivative from his writings. As 
such, it is a useful summary of Giddings’ 
leading contributions to sociology. In 
large part, this section provides a con- 
ceptual framework for the descriptive ma- 
terials found in the first part of the vol- 
ume. (A brief chapter on “The Scientific 
Mood" which is intruded at this point has 
no particular affinity with the preceding or 
following discussion and clearly belongs 
with the separate methodological section.) 
Book V is a conglomerated account of cul- 
tural accumulation, “certain facts of popu- 
lation" and patterns of "societal organiza- 
tion." 'The final book deals with methods 
in the study of social facts and with the 
limits of social planning and reconstruction 
set by the constraints of the organism and 
social structure. 

This volume may well serve as an auxil- 
jary text for those who conceive of soci- 
ology as an encyclopedic discipline. 

ROBERT K. MERTON 

Tulane University 
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Waite, R. Criype. Administration of 
Public Welfare. Pp. xiv, 527. New 
York: American Book Co., 1940. $3.25. 


Public welfare as a pfofession arrived 
after 1930, There had been “charity,” 
“philanthropy,” "relief," and even social 
work, but the United States was no better 
prepared for economic disaster at the be- 
ginning of the thirties than it was for war 
at the end. Fortunately, there was a nu- 
cleus of professionally trained administra- 
tors, ntany of whom came from the School 
of Social Service Administration at the 
University of Chicago, and a growing body 
of experience in public welfare’ work. It 
is this field about which Professor White 
(not to be confused with his colleague 
Leonard D. White, who has written on 
public administration) has undertaken to 
prepare a comprehensive statement. 

Public welfare administration, its nature, 
scope, and history, at Federal, state, and 
local levels, is reviewed in the first 130 
pages. Approximately 200 pages are given 
over to a summary of methods of treat- 
ment by such categories as social case 
work, material relief, medical care, proba- 
tion work, and child welfare. Briefer sec- 
tions are devoted to personnel, finance, 
public relations, and research and sta- 
tistics. The text is competently written, 
conscientiously edited, and judiciously sup- 
plemented with statistics, organizational 
diagrams, and “flow” charts. Excellent 
statements of “the right to relief" (with 
credit to Miss Edith Abbott), social case 
work, and “past forms" of administration 
(with credit to Miss Sophinisba Breckin- 
ridge) are included. Underlying the entire 
presentation is Professor White's convic- 
tion "that all public welfare services are 
interrelated and should be co-ordinated 
both horizontally and vertically." 

This book is a work of considerable 
erudition, but it is a compilationfand lacks 
vitality. The issues of public welfare ad- 
ministration do not emerge sharply. ‘It is 
only when the seams of scholarly restraint 
part a bit that the reader learns judges 
have made a poor record in the selection 
of welfare personnel, that politicians have 
used appointments for patronage, and that 
national private organizations sometimes 
interfere with state welfare programs. 
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The controversy over "general" as opposed 
to "categorical" assistance is scarcely ade- 
quate without some attention to the ex- 
perience of Penrfylvania. Evaluations of 
the structure of welfare organjzations are 
superb, but most of the analyses of "proce 
ess" are only descriptions of routine. 

The story is told of a British staff officer 
who, upon visiting the battlefield of Flan- 
ders after the first World War, threw up 
his hands and cried, “My God, did we 
send “men to fight in that muck?"* Pro- 
fessor White knows of the morass into 
which his trainees must march, but in this 
book he gives them scarcely an intimation 
of the vested interests, the pressure groups, 
the ivory towers, the star chambers, and 
the bitter ructions of this ascendant insti- 
tution. Even welfare workers, for all their 
ethics and technical training, may become 
scheming, plotting, conniving bureaucrats. 
(There are, of course, some things which 
can be taught but which need not be put 
in a text. Nevertheless, it is just such an 
infusion of concrete materials which this 
presentation needs to galvanize its meticu- 
lous scholarship and realize its true poten- 
tial. 

W. WALLACE WEAVER 

University of Pennsylvania 


Brown, JOSEPHINE CuHaPIN. Public Re- 
lief, 1929-1939. Pp. xx, 524. New 
York: Henry Holt & Co., 1940. $3.50. 


It is fortunate that the story of Federal 
participation in financial relief has been 
written so soon after its inception and by 
one who has been identified with it. Less 
than two decades ago, relief was a local 
responsibility in the United States. Other 
nations had recognized the national char- 
acter of the economic organization on 
which such a large percentage of workers 
were dependent for a livelihood by tapping 
national f&come for their care when work- 
less, but in the United States only the the- 
orists: were even suggesting that the prob- 
lems of relief needed or could be treated 
by other than local resources and local au- 
thori#ies. Then came the great depression 
of 1929, and as the rising tide of depend- 
ency faced the shrinking income of local 
government, and even its bankruptcy, the 
demand for state and then for Federal aid 
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became more insistent. For three years 
the Federal administration cesisted, until 
the summer of 1032, when Congress au- 
thorized the Reconstruction Finance Cor- 
poration to loan states money for this pur- 
pose. Less than a year later, President 
Roosevelt inaugurated the policy of direct 
grants to states, and two years later substi- 
tuted the various public assistance and so- 
cial insurance plans incorporated in the 
Social Security Áct of 1935. 

This complicated and fascinating story 
of need, political pressure, and statesman- 
ship, Miss Brown has told in detail. She 
has given the philosophy of the govern- 
ment, the conflicts within its personnel, 
the way its plans were welcomed as well as 
frustrated by local political forces, al- 
though she seems to have glossed over 
much of the difficulty caused by local and 


e political jealousies and ambitions. 


According to Miss Brown, the Federal 
Government did not intend to enter the 
field of relief of the unemployed, much 
less of all the needy, except as an emer- 
gency measure, to be abandoned as soon 
as permanent plans could be set up to give 
economic security other than relief. Con- 
sequently, her pattern of evolving Federal 
social welfare is clear, consistent, and logi- 
cal, one idea dominating the Administra- 
tion and toward which it directed its ef- 
forts: economic security for the wage 
earner, 

To this reviewer the book suffers from 
the faults of its qualities—it is partisan. 
It falls too often into the device of de- 
nouncing critics of the Administration in- 
stead of appraising them with balanced 
judgment. Curiously, one of the chief 
weaknesses of the book is its indecision 
on the function of relief in our economic 
system and the place of the social worker. 
It is surprising to find that one whose early 
equipment and experience were those of a 
social case worker and whose function in 
the Federal administration was to choose, 
define their function, and to insist upon 
social workers as the competent personnel 
for this phase of human relations should 
be so uncertain and even contradictory re- 
garding their function. 

While the book cannot be accepted as 
the definitive history of the momentous 
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events of the decade it describes, it is a 
vast storehouse of data, carefully compiled, 
documented, and analyzed. . 

It is prefaced by a short, but quite in- 
adequate, survey of public relief in this 
country to 1929. It has an extensive, ana- 
lytical bibliography, including pertinent 
source material. 

FRANK J. BRUNO 

Washington University 


FIsHER, Tuomas RvusskuL.* Industrial 

. Disputes and Federal Legislation. Pp. 
370. New York: Columbia University 
Press, 1940. $4.75. 


This study surveys primarily Federal 
legislation relating to industrial disputes in 
the railroad, coal, steel, and automobile in- 
dustries in the United States during the 
period 1900-1939. Only incidental atten- 
tion is given to state legislation and gov-, 
ernmental intervention in foreign countries. 

The whole analysis is based upon a frank 
recognition of the expanding application of 
governmental machinery to the problems 
that disturb industrial relations in a dy- 
namic and rapidly changing economic sys- 
tem. Previously the states and the courts 
have played a much larger role in the regu- 
lation of employment conditions and rela- 
tions, but this study reveals the unmistak- 
able tendency to accelerate the pace of 
Federal interference. This tendency, 
which really has been apparent since the 
passage of the Interstate Commerce Act 
in 1887, is the natural result of the in- 
creasing complexity of our industrial or- 
ganization, the constantly widening scope 
of corporate functions, and the integration 
of business structures., Although voluntary 
co-operation between capital, labor, and 
the community is still relied upon to assure 
industrial peace, the author discovers defi- 
nite tendencies toward regulatory and co- 
ercive action. The current national emer- 
gency encourages this tendency, as also 
does labor's quest for increased political 
power. 

The author calls attention to a fact too 
seldom clearly perceived in discussions of 
labor legislation, namely, that the dual na- 
ture of our Government, and the separa- 
tion of powers, with conflicting jurisdic- 
tions in the hands of Federal and state 
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governments, and the extraordinary powers 
of courts to invalidate the decisions of the 
people’s representatives, constitute a seri- 
ous obstacle to the rapid adjustment of 
legislation fo the problems of employment 
erelations. With the obvious liberalization 
of judicial point of view this obstacle is, of 
course, quite likely to become much less 
serious. 

The details of the survey cover the gen- 
eral problem of industrial unrest in modern 
industrial society; the gains registered by 
labor in American industry since 1900; 
legislative and administrative orders affect- 
ing labor relations; legal methods and tech- 
niques of dealing with industrial disputes; 
the development of legislation relating par- 
ticularly to the railroad, coal, steel, and 
automobile industries; methods of settling 
labor controversies within the industry; 
and the functions of government in rela- 
tion to employment relations. Upon this 
background the author imposes a discus- 
sion of the current and probable future 
need for social action, which he prophesies 
will expand. 

The study is comprehensive and done 
with meticulous care. An extraordinary 
amount of detail has been skillfully assem- 


‘bled and analyzed to form what may be 


regarded as the most complete survey in 
a single volume that has yet appeared in 
this field. In a very controversial area, 
moreover, the author has maintained com- 
mendable objectivity and impartiality. . 
From the standpoint of the many students 
who will find it necessary to consult this 
excellent source book, the treatment could 
have been greatly clarified if, in a conclud- 
ing chapter, the author had found it pos- 
sible to incorporate into an intelligible syn- 
thesis the numerous threads of thought and 
action represented in the wide field of legis- 
lation he has analyzed so minutely. 
GORDON S. WATKINS 
University of California at Los Angeles 


FELDMAN, HERMAN. Stabilizing Jobs and 
Wages. Pp. xvii, 334. New York: 
Harper & Brothers, 1940. $3.50. a 


Timely and well documented, this book 
provides an interesting discussion of ideas 
and methods by means of which better 
business management has improved and 
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can improve the stability of employment 
for workers. The problem is approached 
from four avenues. 

First, methodse of regularizing employ- 
ment by the control of "demand" through 
market research and distributión planning, 
are considered. Tackling the problem first 
from the distribution end is recommended. 
The author discusses sales policies such as 
“diversifying the line," by the addition of 
products which fit into periods of seasonal 
slack, and “simplifying the line," by the 
elimination of some of the varieties of a 
product having peak loads of production at 
the same time. Knotty problems of hu- 
man nature, however, occur in connection 
with methods of changing the customary 
buying habits of consumers, the customary 
ordering habits of dealers, and the cus- 
tomary selling attitudes of salesmen, for 
the purpose of maintaining continuous pro- 
duction. 

The second approach to the problem is 
from the point of view of balancing the 
work schedule. No matter how well man- 
agement does its job from the distribution 
side, effective total results can be seriously 
minimized by the haphazard use of peak 
labor. Here the author discusses the 
mechanisms and devices of production con- 
trol which make for equalized production. 
Minimizing the effects of technological 
changes by the proper planning and timing 
of the technical changes to be introduced 
is also considered. 

The third approach to the problem of 
regularizing employment is through proper 
labor management. Here the author dis- 
cusses (1) problems relating to the suc- 
cessful transfer of employees from one 
occupation to another in order to maintain 
production on an even keel, (2) different 
guarantee plans now being used to improve 
the stability of the worker’s annual income, 
(3) polices regarding layoff and rehiring 
and the “vexed issues of seniority,’ and 
(4) plans to aid the employee in feeling a 
greater security of income, such as pension 
plans, anticipatory thrift and finance plans, 
dismissal indemnities, and supplementary 
unemployment compensation plans. 

In the last three chapters, the author 
jumps from the level of the individual 
concern to the level of the community. 
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Here are considered such problems as (1) 
the diversification of ifdustries in a com- 
munity and (2) industrial decentralization. 
The last chapter is devoted to the incen- 
tives for employers to regularize employ- 
ment and, in particular, the incentive made 
possible by Federal and state acts to save 
money on unemployment compensation 
taxes. Here the author discusses the pro- 
visions adopted by some states to reduce 
an employer’s unemployment compensation 
tax, qr entirely exempt him from tax pay- 
ments, if he can demonstrate “merit” in 
stabilizing employment in his concern. The 
effects, both desirable and undesirable, of 
incorporating the principle of rate differen- 
tials in unemployment insurance ("expe- 
rience rating") are thoroughly discussed. 

In the opinion of the reviewer, "human 
nature" ‘tears its ugly head in the form of 
¿managerial inertia, in the form of resist- 
ance on thé part of employees to being 
transferred from one job to another, in 
the form of resistance on the part of con- 
sumers to changing their purchasing habits, 
and in the form of resistance on the part 
of salesmen to changing their customary 
selling attitudes. All these resistances to 
changes, which would, in fact, be in the 
direction of self-interest, are some of the 
most baffling phenomena of the problem of 
regularizing employment. 

F. J. ROETHLISBERGER 
Harvard University 


KIRSHBAUM, Louis. America's Labor Dic- 
tators. Pp. 158. New York: Industrial 
Forum Publication, 1940. $1.00. 


Mr. Kirshbaum's story is a rather com- 
monplace one, consisting of a description 
of his attempts, to secure the adjustment 
of a grievance through the machinery pro- 
vided for the purpose by the union of 
which he was a member, the Amalgamated 
Clothing Workers of America. He feels 
that he did not secure an adequate hegring; 
however, his recital shows that he ex- 
hausted the union's system of appeals— 
from the lowest board to the highest. He 
received the opportunity, many times, to 
present his grievance. Nevertheless, he 
had the misfortune to lose a portion of 
his wages by the act of a dishonest official, 
and certainly unions should, in justice to a 
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complainant, take every means at their 
command to grant 'restitution in cases of 
this kind. Briefly, the author did not re- 
ceive restitution, and was later suspended 
and lost his employment. " 

The book's major interést rests in the 
question that underlies the author's story, 
a question that may be stated as follows: 
How can a union choose trustworthy offi- 
cials, and maintain the responsibility of the 
officers to the membership? Mr. Kirsh- 
baum presents many instances of real dif- 
ferences of viewpoint between the officers 
and the rank and file, with the latter some- 
times deploring the irresponsibility of their 
chosen officials. Although the illustrations 
are from the author’s experiences with a 
particular union, the implication is—and 
the evidence from other sources substan- 
tiates it—that similar instances Of irre- 
sponsible leadership may be found in many 
unions. j 

The problem presented is one that is 
customarily discussed under the heading of 
trade union democracy. It should be em- 
phasized that Mr. Kirshbaum is discussing 
the exceptional case. In most instances, 
the workers undoubtedly believe that the 
officials are representing them to the best 
of their ability. A large majority of union 
officers are unquestionably trustworthy. 
However, the unscrupulous official can cre- 
ate voting machines within a union; defeat 
opposition by expulsions, suspensions, and 
fines; and escape a large measure of re- 
sponsibility. Some “businesslike” officers 
represent both employers and workers, and 
in such cases the interests of the employers 
invariably come first. 

The author advocates the creation by 
government of labor courts that would 
have the power to supervise the internal 
affairs of unions, and that could hand down 
rulings which the unions would be required 
to obey. The remedy suggested is worse 
than the disease. Labor has had many 
years of experience with the injunction, 
which was very frequently used to bruik 
strikes brought about by employers’ re- 
fusals to grant reasonable requests by the 
unions. à 

Dishonesty and falseness to trust com- 
monly occur in our present economy. An 
*economy of scarcity" frequently permits 
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disproportionate returns to the individuals 
who sacrifice honor and integrity to their 
own self interests. It is not surprising that 
these persons are found im trade unions as 
well as in industry and finance. 
B 
. FREDERICK L. RYAN 
San Francisco 


ANDERSON, Nets. Men on the Move. Pp. 
xiii, 357. Chicago: University of Chi- 
cago Press, 1940. $3.00. 

A gseat deal of research data has-been 
accumulating in the United States in recent 
years concerning the general topic of mi- 
grancy. The depression servede to stimu- 
late inquiries into such problems as “the 
transient unemployed,” “the migratory 
casual worker,” and “internal migration 
during the depression.” John Steinbeck’s 
Grapes of Wrath depicted in bold relief the 
plight of families being displaced in the 
South due to the mechanization of agri- 
culture, and stimulated a whole chain of 
studies by Federal, state, and local agencies 
concerning migration to the Pacific Coast 
region of drought refugees and displaced 
agricultural workers. 

The present book, written by the direc- 
tor of the section on Labor Relations of 
the Work Projects Administration (and 
author of The Hobo, published in 1923), 
is an attempt to bring together existing 
research data on the topic of migrancy 
(woth rural and urban) and to relate these 
to changes taking place in the social, eco- 
nomic, and technical fields. 

The book is divided into three parts. 
In the first, the author describes the back- 
grounds of the present migration problems, 
and summarizes some of the characteristics 
of the migrants. He feels that the migrant 
of today is very different from the hobo 
which he described in his earlier work, and 
which he claims now has largely disap- 
peared from the American sceme. The 
hobo was such by choice and was often 
rather “choosey” as to the type of jeb he 
would accept. Normally he was not great- 
ly inconvenienced. His attitude was ex- 
pressed in the slogan “there are forty-eight 
states and a man ought to find a job in 
one of them” (p. 11). If times were bad 
in the East, he went West; if dull in the 
North, he went South. 
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The hoboes were mostly single men who 
did their traveling by "hopping" freight 
trains; a large proportion of the modern 
migrants travel ia family groups by means 
of automobiles of varying degrees of de- 
lapidation. The hobo was fairly certain of 
finding some work upon reaching his desti- 
nation; the modern migrant frequently 
finds only the same blocked opportunity as 
confronted him in his previous place of 
abode. 

The second part of the book comprises 
three chapters, each dealing with labor re- 
location in relation to fundamental changes 
taking plage in America. The first has to 
do with changes in the nature of our nat- 
ural resources such as soil erosion, drought, 
and the abandoning of coal mining com- 
munities. The second deals with industrial 
change and the dislocation of labor through 
technological changes. The third is con- 
cerned with the problem of mechanization 
in agriculture. 

Part three is devoted to the problem of 
what should be done about the migrants. 
The author stresses the fact that jobs are 
the only solution. He points out that the 
defense program may prove to be a tem- 
porary amelioration, but is not likely to 
solve the problem permanently. He argues 
convincingly that if at any time jobs in 
private industry are not available for all, 
public work projects should be made avail- 
able. 'These could be of such a nature as 
to result in permanent improvement of the 
nation's resources. 

The book contains an annotated bibliog- 
raphy of seven pages and will prove useful 
to all interested in general information con- 
cerning migrancy. 

N. L. WHETTEN 

University of Connecticut 


HoHMAN, HELEN FisHer. Old Age in 
Sweder Pp. xiii, 305. Washington: 
Federal Security Agency, Social Security 
Board, 1940. 35¢, 


In his foreword to Helen Fisher Hoh- 
man’s excellent study the chairman of the 
Fedegal Security Agency of the Social Se- 
curity Board, Mr. Arthur J. Altmeyer, 
points out that “in presenting this study of 
national pensions for the aged in Sweden 
the Social Security Board seeks to fill a 
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gap in social security data of which Ameri- 
can students and administrators have be- 
come increasingly aware in recent years.” 
He also makes it clear that “there is a spe- 
cial purpose in making this study of Swed- 
ish experience åt the present time. The 
immediate issues raised in the two coun- 
tries and the thinking they have evoked 
have frequently run along parallel lines, 
and it may be somewhat easier to evaluate 
policies and procedures against the Swedish 
background than against our own since we 
are detached from the detail of daily ad- 
ministration and the heat of political con- 
troversy in which Swedish legislation has 
been shaped.” 

The author of this detailed and very in- 
formative study should feel very grateful 
for these words. Entirely too many au- 
thors of books about the economic and 
social affairs of Sweden have left the im- 
pression th&t the people of Sweden are 
gifted with something which might be 
called “a seventh social sense,” that the 
social-economic achievements of* that little 
country have come about without serious 
political strife. The author of this book 
does not make this mistake and she de- 
serves thanks for it. For this reason alone 
her tract should be highly recommended. 
She should be complimented in very strong 
terms for her searching analysis of the 
basic technique employed by the Swedish 
authorities in their efforts to bring about 
something which for the lack of a better 
term may be called “justice” in the social 
field. 

The author traces the history of the 
subjects at hand and gives to the careful 
reader a most telling picture of the ways 
as well as means by which old age is grad- 
ually being cared for in Sweden under 
the pressure of modern socioeconomic 
thoughts. Perhaps the first part of her 
book, in which the background is pre- 
sented, may be regarded as somewhat bi- 
ased on the social side for a person inclined 
to .hink that Sweden's real economic prob- 
lems lie in the field of international trade. 
Be that as it may, her treatise gives a 
splendid selection of statistical informa- 
ton, presented in such a way as to make 
it possible for any person vitally interested 
in this general problem to follow the ad- 
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ministrative, financial, and social meaning 
of old age pensiont and allied subjects. 
The subject of medical care and. sickness 
insurance should attract considerable in- 
terest. May I suggest that the reader "of 
this study begin by going over the author's 
conclusions and then proceed to the first 
chapter entitled “Social Democracy in 
Sweden" before reading all the technical 
details, including pension legislation. 
Erik T. H. KjELLSTROM 
Georgetown University . . 


Huser, Franz. Seasonal Workers and 
Unemployment Insurance in Great Brit- 
ain, Germany, and Austria, Pp. viii, 
167. Washington: Social Security Board, 
1940. 208. 


At a time when state legislatures and un- 
employment compensation administrations 
are confronted with the problem of fitting 
seasonal employment into their"general un- 
employment insurance systems, this study 
of the methods of attack that have been 
employed fn the three largest compulsory 
systems in Europe should be helpful to 
both students of unemployment insurance 
and those charged with its administration 
in this country. The British, German, and 
Austrian systems have represented differ- 
ent approaches to the problem of seasonal 
employment, and Mr. Huber (on the basis 
of a study of statutes, administrative regu- 
lations, and benefit decisions from the be- 
ginning of each of the systems on through 
1938) has compared the criteria for differ- 
entiating seasonal and nonseasonal workers, 
the methods of determining the “off-sea- 
son," and policies in respect of benefit pay- 
ments during the off-season. Precedents 
developed are found to have varied in ac- 
cordance with the framework of the statu- 
tory definitions and with the fundamental 
objectives of the programs. England has 
emphasized insurance principles and has 
been adverse to the use of the unemploy- 
ment insurance fund for payment of bene- 
fits to unemployed workers not available 
for suitable work during the off-season, 
while Germany and, to an even greater ex- 
tent, Austria have emphasized relief as- 
pects and have paid benefits on the needs 
basis. The problem of payment of benefits 
to seasonal workers during the off-season 
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resolves itself, as the author observes, into 
the two main questions of equity and social 
purpose, on the one hand, and of actuarial 
soundness and financial gtability of the 
fund, on the other; and any approach has 
tp be directed toward a compromise be- 
tween these two. : 
RovaAL E. MONTGOMERY 
Cornell University 


Hacker, Lous M. The Triumph of 
American Capitalism. Pp. x, 460. New 
York: Simon & Schuster, Inc., 1940. 
$3.00. 


Heralded as a “remarkable,” ‘ymasterly,” 
“brilliant,” “monumental,” and “penetrat- 
ing” interpretation of American economic 
development by eminent reviewers, Pro- 
fessor Hacker’s The Triumph of American 
Capitalism will be, nonetheless, a very dis- 
appointing book to economic historians. 
It uses for framework Sombart’s oversim- 
plified “stagism” with all its methodologi- 
cal weaknesses. It employs as a premise 
the doubtful thesis of the Heidelburg 
School that relates capitalism and Protes- 
tantism causally, a thesis as easily contro- 
verted as confirmed by scholarly findings. 
Building on the historical theories of Marx 
and Trotsky, it cobbles together evidence 
of speculation, peculation, and political 
corruption in an operatic tragedy wherein 
the villains (mercantile capitalists followed 
in turn by planter capitalists and industrial 
capitalists) one after the other “seize con- 
trol of the state" and exercise political 
power “in the interests of a single class.” 

The dramatic action of the opera in- 
creases as the plot develops, reaching thrill- 
ing heights of intrigue during the Civil 
War. Lincoln appears on the stage, a ‘“‘be- 
mused” and confused agent of men who 
knew what they wanted: inflation, pro- 
tective tariffs, contract labor, regressive 
taxes, and military suppression qf strikes. 
Seizing control of the state "by a coup 
d'état," the industrial capitalists set about 
reducing the South to economic vassalage; 
and presently, when protective tariffs yield 
so much revenue that annual surpluses of 
a hundred million dollars occur, the schem- 
ing industrial capitalists “hit upon the bril- 
liant expedient” of giving away the sur- 
pluses to the G.A.R. in order to “defend 
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the protective system.” Against such 
machinations the workers could not defend 
themselves because industrial capitalism 
was not yet “mature” enough to create its 
Marxist antithesis; because fhe workers 
were “not yet proletarianized sufficiently,’ 
especially since the ruling class had the 
shrewdness, in the conquered South, to 
“separate the underprivileged whites from 
the Negroes.” 

So the drama unfolds. The Lincoln 
putsth is followed by the “Crime ef ’73,” 
the perversion of the Fourteenth Amend- 
ment, and by the overdevelopment of agri- 
culture “se that the railroad manipulators, 
the steel masters, and the factory lords 
could bring their industrial plans to ma- 
turity without molestation from foreign 
competition.” No surge of pioneer farm- 
ers explains the settlement of the West, no 
elemental land hunger of land-denied Euro- 
pean peasants. All that is Turnerian ro- 
manticism! The westward movement is 
now revealed to us,as a ballet scene, a 
dusty dance of the dupes of shrewd, ener- 
getic, and corrupt industrial capitalists. 
Yet all this is exactly as it should be be- 
cause “historical necessity” had decreed 
that it must be thus. For in Hacker’s view 
- of human history there could be no indus- 
trial capitalism until mercantile capitalism 
“had exhausted all the possibilities of fur- 
ther growth” and no state capitalism until 
its necessity had been created by the spoli- 
ation of industrial and finance capitalism. 
The vibrant patriotism of the finale seems 
therefore rather superfluous. Why need 
one raise the question of whether Ameri- 
can capitalism was “a success” when it 
was, by argument, inescapable and inevita- 
ble? What meaning has “success” in tele- 
ology? 
: E. A. J. JOHNSON 
New York University 


Ld 
Lonc, CLARENCE D., Jr. Building Cycles 
and tke Theory of Investment. Pp. xvi, 
239. Princeton: Princeton University 
Press, 1940. $2.50. 


Throughout the reading of Building Cy- 
cles and the Theory of Investment one is 
conscious of the fact that the author is 
seeking answers which will not be found. 
By the very nature of the subject matter, 
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solutions probably will remain approxima- 
tions for a given set of conditions during a 
definite period of time. 

Professor Long very carefully and thor- 
oughly presents the importance of business 
cycles and the building industry to Ameri- 
can economic life. He states definitely the 
limitations of his findings, due to the pau- 
city of the data, a great deal of which he 
has gathered painstakingly. The impor- 
tance of interest rates, which are of lesser 
consequenfe than building costs, is sec- 
ondary to expectations to invest. The 
author believes the long rate of interest 
is an expectation of the future short-term 
interest rate. There follow extensive case 
evidence and discussion in an attempt to 
prove that the longer the period over which 
the earnings of a durable agent are dis- 
tributed, the more important will be fluc- 


ə tuations of interest rates on capital value, 


provided the earnings are bunched in the 
later life of the durable agent. Further- 
more, the smaller the level of fluctuations 
about a given interest rate, the smaller is 
the proportional effect of a given relative 
change in the interest rate on capital value, 
and therefore, on the inducement to save. 

Another conclusion is that an increase 
in the percentage of income spent for one 
building will be at the expense of some 
other class of structure. 

In a moderately short run as well as 
the long-run period, provided that income 
does not change, the aggregate expenditure 
for new buildings as for all buildings would 
seem to be somewhat insensitive to price 
or cost of ownership. There follows a de- 
tailed and searching excursion into the 
motives which prompt building activity. 

Cyclical variations in the flow of replace- 
ments are likely to have definite multiply- 
ing effects on consumption and income. 
It is probable that land prices are highly 
inflexible, but the author states that he 
cannot prove it. 

In no important decline did the price of 
building materials fall as far as the pre- 
vious low level. Study of price rigidity 
leads the author to the conclusion that it 
is caused by those in control fearing that 
lowering of price will be followed by in- 
ability to raise it again. Each manufac- 
turer is a small part of the whole and sees 
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little to be gained from cutting prices. 
Operating costs tefid to be static. War 
depresses building activity in residences, 
but does not deter the construction of 
buildings for business purposes. 

Although it is not of pritmary importance 
to the reader, the appendices are not well 
arranged and have entirely too many data 
on each page. Often the column headings 
are too large. One of the main graphs de- 
picting building . activity from 1868-1940 
gives only the roughest approximation, 
since the earlier years contained a small 
sample. Statistically, it is dangerous to 
have much confidence in data which are so 
meager in the early years of the nineteenth 
century. Building activity was changing in 
volume and character to a varying degree 
in different localities as the United States 
expanded its growth, and such a graph is 


of little value to reflect growth conditions. , 


If the six charts employed' throughout 
the book had grid lines, it would increase 
the ease of reading them, since a graph 
means littfe unless the eye can move hori- 
zontally and vertically according to scale. 
Five of the six charts have no vertical 
scales and most readers will get almost 
nothing from them. 

The twelve chapters which comprise the 
book are very unevenly divided in length, 
with six averaging eight pages and the re- 
mainder three times as long. It does not 
seem necessary, for example, to devote 
four chapters to the long cycles by sepa- 
rating them into “Long Cycles and Great 
Depression,” “Duration of Long Cycles,” 
“Severity of Long Building Cycles,” and 
“Severity of Long Cycles Explained.” It 
would have been much easier for the reader 
had the author stated his chapter conclu- 
sions at the end of each chapter or sum- 
marized his findings in a concluding chap- 
ter rather than throughout the book. 

This volume represents a searching effort 
to study the correlation between building 
cycles and investment. It is especially to 
bé recommended for its treatment of elas- 
ticity of building demand, a subject upon 
which heretofore little has been written. 
The author has documented his material 
thoroughly and the student contemplating 
research in this still largely unexplored 
field of the relationship between building 
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cycles and general business activity will 
find this book a valuable contribution. 
Harry J. JORDAN 
San Diego State College 


Eastman, Max. Marxism: Is It Science. 
Pp. 394. New York: W. W. Norton & 
Co., 1940. $3.00. 


This book is an attempt to purify Marx- 
ism of all metaphysical elements and to 
restate it as a “concrete scientific hypothe- 
sis." «Eastman maintains that any ‘truly 
revolutionary theory and practice are in- 
compatible with the philosophic foundation 
which Marx gave his doctrine, aecontention 
Eastman attempts to establish in a brilliant 
chapter on Lenin’s “heresy” against Marx- 
ism. Marx, he says, never succeeded in 
liberating himself from the spell of Hege- 
lianism which influenced him to read sub- 
jective desires and aims into the onto- 
logical structure of the world. Marxists, 
instead of interpreting their struggle as 
one “to build the cammunist society in a 
world which is of its own nature indifferent 
to them,” conceive themselves as “travel- 
ing toward that society in a world which 
is like a moving stairway taking them the 
way they walk.” 

Eastman presents what remains of Marx- - 
ism when all vestiges of the dialectic are 
removed: a doctrine of the revolution as a 
“scientific enterprise.” He summarizes 
this as follows. Marx saw that economics 
“define the essential mechanisia of human 
society.”  Present-day economy is char- 
acterized by an increasingly co-operative 
production of wealth and by an increasing 
centralization of the control over this proc- 
ess in the hands of a small class. Marx 
concluded that “the only practical revolu- 
tionary plan for our day” is to transfer this 
control into the hands of the “producers 
collectively organized," and that the only 
power capable of accomplishing this change 
is that of the class struggle, culminating in 
the dictatorship of the proletariat. “That 
fundamental step having been taken, hu- 
man society would begin to move, Marx 
thought, in the direction of freedoms and 
political sincerity, and international peace, 
and an opportunity of life for every mem- 
ber of it.” 

Eastman’s statements of what he con- 
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siders to be the “scientific” content of 
Marx's theory are not entirely false. But 
as a result of his isolating out certain indi- 
vidual elements ®f Marx’s theory he falls 
far short of conveying that picture of so- 
ciety which Marx meant to present, 
Marx’s conception of the “natural neces- 
sity” with which capitalism causes its own 
destruction is by no means metaphysics, 
but refers to and comprises the unintended 
consequences of human actions in modern 
society. The apparent necessity with 
which crisis, unemployment, misery, war, 
and revolution occurred in this society, dis- 
appears as*soon as men get to manage their 
economics in a truly universal democracy. 
Eastman reproaches Marx for having inter- 
preted subjective interests and aims as ob- 
jective tendencies, but blinded by the posi- 
tivistic idea of science he models the 
theory of society after the pattern of nat- 
ural science. Society becomes a multitude 
of neutral data, to be submitted to the 
experimenting scientist who makes the 
truth of his hypothesis depend solely on 
the outcome of the experiment. From the 
purification of Marxism results that very 
doctrine of society which Marx meant to 
overcome, a doctrine subject to the dis- 
torting mechanism of “reification.” If the 
kernel of the scientific outlook is indeed 
the refusal to regard human interests and 
desires as affording a key to the under- 
standing of the world, then Marxian theory 
cannot be ħade "scientific" without aban- 
doning its true content. 
HERBERT MARCUSE 
Institute of Social Research 


HarpANE, J. B. S. The Marxist Philos- 
ophy and the Sciences. Pp. xi, 214. 
New York: Random House, 1939. 
$2.00. 


Thereemust be adequate reason for this 
book, else Professor Haldane would not 
have given the lectures on which it is 
based, or elaborated them here. The 
breadth and profundity of his knowledge, 


thee earnestness of his purpose, the very ' 


lightness of his touch, discourage my skep- 
ticism. He says that at the time he was 
making this trial application of Marxian 
philosophy to mathematics, physics, chem- 
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istry, biology, psychology, and sociology he 
had been a Marxian fer a short year. 

The present reviewer speaks from a 
longer attraction to Marx, though from a 
far less intensive study of Marxian litera- 
ture and from 4 pretty thorough ignorance 
of the many fields of science with which 
Professor Haldane deals so familiarly. But 
if a fool may rush in, it may be ventured, 
with sympathy and respect, that Professor 
Haldane, enamored of a new mistress, sees 
her lineaments, or some of them, in the 
features of every female. 

Of course, there are evident applications 
of the Marxian conclusion and method to 
the exact and life sciences. Economic 
practice leads to speculation and to precise 
observation and calculation, whether it be 
a shepherd's calendar or the flow of air 
current$ over an airplane wing. Also the 
Marxian view of social life as a process, 
with changè proceeding from endless union 
of differences, must have many counter- 
parts elsewhere. But whether beyond this 
the paradox is very generally tle principle, 
remains a question. The pages of this 
book show examples chosen with devotion 
and ingenuity. Professor Haldane himself 
would say that the thesis is advanced and 
partially supported, but by no means 
proved. From the book, scientists will per- 
haps learn less of Marxism than Marxists 
will gather of science. 

BROoAbUS MITCHELL 

Occidental College 


Haney, Lewis H. Value and Distribution. 
Pp. xvii, 734. New York: D. Appleton- 
Century Co., 1940. $4.00. 


This book seeks to construct a theory of 
economic value and, from this, a theory of 
the distribution of the net product to the 
factors involved in its production. It also 
strives to apply the laws thus formulated 
and also certain philosophical (dualistic) 
and psychological (behavioristic) principles 
in judging various modern socioeconomic 
systems, 

The theory of value found in these pages 
follows individualist, neoclassical lines. It 
is in sharp opposition to the opportunity 
cost theory of Wieser, the mathematical 
economics of Walras, the theories of im- 
perfect competition outlined by Chamber- 
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lin, and all institutionalist and “welfare” 
economics. In gengral, these schools are 
accused of assuming instead of explaining 
economic value, or even of ignoring this 
basic problem. , 

Since the determination: of value pre- 
supposes homogeneous, transferable units 
of wealth, it is necessary to define wealth 
in terms of scarce, useful goods (not serv- 
ices). The assumption of perfect price 
competition is also demanded (p. 158). 
Given these presuppositions, value is, de- 
termined by balancing at the margin de- 
mand and supply intensities for a given 
object. The demand schedule and the sup- 
ply schedule are constituted by different 
individuals with varying tendencies to buy 
or sell. These desires represent the sub- 
jective value of the good in question; it 
is made objective through bids in tle mar- 
ket. It must be noted, in particular, that 
sellers’ costs are to be expressed in terms 
of this subjective value (disutility costs, 
such as the irksomeness of labor, the ab- 
stinence of eaving, the risks of investment 
and enterprise), and not in terms of price. 
In general, the shares of distribution cor- 
respond to the disutility costs of each fac- 
tor, or the resistance which must be over- 
come to bring it into production. The 
relative use of each factor is also deter- 
mined by technological and economic con- 
ditions. 

The careful analysis of this book is to 
a considerable degree vitiated by its nar- 
row scope. Much, perhaps most, economic 
life is excluded by a limited definition of 
wealth and the assumption of perfect com- 
petition. Furthermore, there is too much 
dependence on the “golden mean" argu- 
ment. As a result of arbitrary classifica- 
tion of opposing systems, the thesis ad- 
vanced always falls into a happy medium, 
a "normal equilibrium." In addition there 
are some minor inconsistencies, particu- 
larly with regard to the inclusion or ex- 
clusion in economics of ethical and politi- 
cal factors. Finally, there is a tendency to 
lump together all “welfare economics” and 
to ignore the vital differences between to- 
talitarian collectivism and democratic so- 
cial reform. An extreme example of this 
is the statement that “one share of distri- 
bution cannot be fixed without fixing all,” 
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with the implication that there is no such 
thing as partial social control of business 
in the interests of “social justice" or “a 
more abundant life" (pp.4458—59). Asa 
result of these limitations, it seems that at 
times realistfi has been sacrificed to system. 
JouN F. CRONIN 
St. Mary’s Seminary 


HAMILTON, WALTON H. The Pattern of 
Competition. Pp. x, 106. New York: 
Columbia University Press, 1940. $1.25. 


In four essays, delivered originally as 
lectures, Professor Hamilton has attempted 
to set forth the leading issues ig the field 
of industrial regulation. The first half of 
the book restates several familiar Hamil- 
tonian theses. The theory of competition 
arose when the practice of competition was 
declining. It is apologia rather than ex- 
planation of reality. There are no “com- 
petitive’ or “monopolistic” industries. 
Each industry is unique, following its own 
course, a creature of circumstance and 
accident. Competition and monopoly al- 
ways coexist in constantly changing pro- 
portions. 

This complete adoption of the case 
method, this implied repudiation of all 
economic generalization, is regarded by 
many economists as a dangerous nihilistic 
heresy. Indeed, one always suspects Pro- 
fessor Hamilton of overstating his position 
in order to rouse conventional economists 
to intellectual combat. Is there not suffi- 
cient uniformity among industries to make 
a tentative classification useful? And is 
there not some value in the concepts of 
economic theory when used as tools rather 
than as dogmas? 

The chapter entitled “The Law Will 
Make It Right” is a realistic and original 
discussion of antitrust procedure, and con- 
tains the best explanation which this re- 
viewer has seen of the limited effeativeness 
of the Sherman Act. Professor Hamilton 
believes that “over a vast realm antitrust 
is still an appropriate weapon of policy” 
(p. 93). He would outfit it with a larger 
budget, greater access to corporate recoxds, 
a new form of equity procedure, and much 
heavier penalties. He proposes further the 
creation of an industrial court to impose 
penalties and to formulate consent decrees, 
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with appeal lying only to the Supreme 
Court. This body would provide a con- 
tinuous check on the results of antitrust 
decisions. Its @ecrees would be tentative 
instruments, subject to amendment on the 
motion of either party. “The venture in 
public control becomes an experiment; as 
knowledge comes and experience grows, the 
instrument of industrial government can be 
made to respond" (p. 90). 

The definite positions taken on many 
controversial questions are certain sto pro- 
voke disagreement, but even those who 
question the conclusions must admire a 
book whith moves so capably from eco- 
nomics to law to politics, and which spar- 
kles so frequently with epigram and allu- 
sion. The critic may score a few points 
on economics, but Professor Hamilton is 
sure to outpoint him on prose style. 

Lrovp G. REYNOLDS 

Johns Hopkins University 


CRAWFORD, ARTHUR°WHIPPLE. Monetary 
Management under the New Deal. Pp. 
x, 382. Washington: American Council 
on Public Affairs. Clothbound, $3.75; 
paperbound, $3.25. 


This is the most detailed description yet 
published of monetary developments in 
this country since 1933. The author has 
assembled a vast amount of information 
out of the files of The New York Times, 
the Congressional Record, Hearings, re- 
ports of governmental divisions, and other 
official sources. The book should prove 
useful as a catalogue of legal and legis- 
lative events and incidents pertaining to 
the monetary history of the period. Its 
chief limitation arises out of the author's 
failure to subject the material presented to 
rigorous scrutiny and analysis. 'The state- 
ments of high governmental officials as to 
the reasfns for their action—-or inaction— 
and as to the effects of the steps taken, are 
frequently accepted without examination. 
Virtually no use has been made of the 
newer researches into monetary and cycle 
theery, much of which would appear to be 
highly pertinent to the subject under in- 
vestigation. 

À managed currency system is defined as 
“a monetary mechanism which is not en- 
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tirely automatic in its operation and pos- 
sesses sufficient flexil§ility. to allow con- 
scious control” (p. 1). It would have 
aided the reader if an attempt had been 
made to analyze more clearly and com- 
pletely what the term “monetary manage- 
ment” signifies. Thereby the range and 
variety of practices embraced within the 
concept might have been brought into 
sharper relief. It might also have helped 
to prevent what seems to the reviewer to 
be a ratüer disproportionate distribution 
of emphasis. To illustrate, two complete 
chapters, besides additional space else- 
where, are devoted to the silver policy 
while the spending program is given only 
a few pages. 

The outstanding achievement of mone- 
tary management under the Roosevelt Ad- 
ministration is declared to have been the 
establishment of easy money conditions. 
As major weaknesses are mentioned the 
tendency to try new schemes and the un- 
due influence of political considerations. 
In summary, the author states that “the 
experience with monetary management un- 
der the New Deal has proved, as the Fed- 
eral Reserve authorities consistently have 
contended, that devices for the control of 
currency and credit do not offer a panacea 
for economic ills. When used with caution, 
they may help to smooth the peaks and 
valleys of the business cycle and to estab- 
lish a firm basis for normal activities, do- 
mestic and international, of trade, industry, 
finance, and agriculture" (p. 352). 

C. R. WHITTLESEY 

University of Pennsylvania 


CHANDLER, Lester V. Introduction to 
Monetary Theory. Pp. xi, 216. New 
York: Harper & Brothers, 1940. $1.50. 


In monetary theory, a field outstanding 
for polemic discord, any writer attempting 
rapprochement is refreshing. But when 
one like Mr. Chandler, displaying anew 
the perspicuity found in his earlier work, 
attempts to reconcile modern monetary 
theories and to integrate them as far as 
possible, the result is a book both refresh- 
ing and outstanding. 

Here the author presents a brief but ex- 
plicit summary of leading monetary the- 
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ories, emphasizing the many points of 
agreement rather thin the few of contro- 
versy. As he points out: “Such a proce- 
dure obviously suppresses many provoca- 
tive arguments, but it is to be defended on 
the ground that a knowledge of accepted 
basic principles is necessary before the 
significance of controversies can be appre- 
ciated.” 

In the text he deals with general mone- 
tary theories rather than the theories of 
particular economists, although Some foot- 
notes refer to specific sections of well- 
known works. At the end he lists in usable 
form “Selected Supplementary Readings,” 
which constitute a valuable addition to the 
preceding eight chapters. 

In the first chapter, “Money and the 
Economic Process,” the author points out 
that the scope and purpose of monetary 
theory “are to define and explain the be- 
havior of money and its interrelations with 
the functioning of the economy” (p. 17). 
To the quantity theory three chapters are 
devoted, two concerned with the transac- 
tion type—or the familiar equation of ex- 
change (MV =PT)—which, “even though 
a truism... is nevertheless a powerful tool 
of analysis and investigation” (p. 24). 
Each of the factors of the equation is dis- 
cussed in an attempt to explain why it 
behaves as it does. Since there is no fun- 
damental difference between this equation 
and the cash balance equation (M= 
KTP), only one chapter is devoted to the 
latter. 

A chapter concerned with the com- 
modity theories of money separates the 
discussion of the quantity theories and the 
two chapters on the income and expendi- 
ture approach—one explaining the general 
principles, the other the phases of the 
business cycle. In the last chapter the 
various objectives of monetary policy are 
evaluated, and an attempt is made to de- 
termine the ultimate objective. In the 
course of this discussion some attention is 
given to the 100 per cent plan. 

Although this is an introductory book, 
it may nonetheless contribute greatly to an 
understanding of monetary theory because 
a careful reading of it will give students a 
good perspective and background for the 
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study of more advanced and controversial 
matters, 
KENNETH Lewis TREFFTZS 
Carnegie Institute of Technology 


Jounson, ÉMonv R., Grover G. HUEB- 
NER, and G. Lioyp WirsoN. Trans- 
portation: Economic Principles and 
Practices, Pp. xii, 678. New York: D. 
Appleton-Century Co., 1940. $4.00. 


In this volume of about 660 pages is 
packedea most comprehensive and detailed 
description of our various transportation 
agencies, their facilities and services, their 
organization and methods of proeedure, to- 
gether with many related matters. Al- 
though the phrase “Economic Principles 
and Practices" appears in the title there 
is little purely economic analysis in the 
volume. The emphasis is on descriptive 
matter concerning the transportation agen- 
cies and their functioning. The chief value 
of the volume lies in the thoroughness and 
detail with which this,has been done. The 
book is particularly valuable for one who 
is looking for a comprehensive over-all 
picture of the transportation industry. It 
is also a useful handbook because of the 
mine of factual information which it con- 
tains. 

All major forms of transportation are 
described in the volume. About 36 per 
cent of the space is devoted to railroad 
transportation, including chapters on mail 


‘service and express service, and a chapter 


on industrial and commercial traffic man- 
agement. Water transportation is given 
about 30 per cent of the space; highway 
transportation, 14 per cent; air transporta- 
tion, 10 per cent; pipe lines, 2 per cent; 
while the remainder deals with material 
which is more general in nature. 

The authors describe both the promo- 
tional and regulatory activities of the gov- 
ernment in relation to the varios modes 
of transport. The material on regulation 
is confined largely to a description of the 
major provisions of existing regulatory 
statutes together with some historical back- 
ground. There is very little discussion of 
the principles and policies that have been 
developed in the administration of these 
laws. 

Although there is little analysis of con- 
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troversial issues that relate to transporta- 
tion, the authors occasionally express their 
views on some question of policy. The 
authors are emphatic in urging a continu- 
ance of private ownership and operation 
of railroads. ‘They are inclined to favor, 
the levying of tolls for the use of water- 
ways which have been constructed or Im- 
proved at government expense, and they 
emphasize the need for greater co-ordina- 
tion of transportation facilities. Some of 
their recommendations have recently be- 
come law through the enactment of the 
Transportation Act of 1940. The more 
important qf these are: thoroughgoing reg- 
ulation of water carriers; unified regulation 
of all transportation agencies (air carriers 
excepted) by a single regulatory body; and 
repeal of the consolidation provisions of 
the Transportation Act of 1920 in so far 
as they required consolidations or unifica- 
tions to conform to a plan of consolidation 
drawn up beforehand by the Interstate 
Commerce Commission. 
D. Purus Lock Lin 
University of Illinois 


CONDLIFFE, J. B. The Reconstruction of 
World Trade. Pp.427. New York: W. 
W. Norton & Co., 1940. $3.75. 


Few men are better qualified than Pro- 
fessor Condliffe to write about the recon- 
struction of world trade. He has a wide 
experience in the international sphere, and 
as author of the League of Nations’ yearly 
World Economic Survey during the period 
1932-1937 he has become identified with a 
synthetic thinking in the sphere of inter- 
national economics. Add to this the au- 
thor's great erudition and a vivid style, and 
one approaches this book with high ex- 
pectations. 

It is no fault of Professor Condliffe that 
his book—though characterized by his 
usual virtwes of writing—fails to offer any 
concrete or tangible answer to the problem. 
In fact, the author clearly realizes that the 
question of international trade is subordi- 
nated to the larger issue of economic re- 
organjzation which will necessarily arise 
after the war. Nationalism as a major 
factor in world politics has outlived its 
economic usefulness, if any. The most 
interesting and, by the way, greater part 
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of the book is devoted to an historical 
analysis of the gradual gisintegration of the 
mechanism of world trade únder the im- 
pact of underlying dualism between politi- 
cal*and economic ends. The breakdown 
of the trading *system, therefore, is not 
ascribed so much to purely economic 
causes as to the repercussion of an ir- 
rational political system of economics. 
“Even in the armed peace before the pres- 
ent hostilities began, it was becoming nec- 
essary to ask whether unlimited national 
sovereignty was any longer compatible 
with the organization of economic pros- 
perity, and whether private enterprise 
could function effectively in the modern 
world.” 

The special problem of the future of 
international trade, therefore, is realisti- 
cally fated, not as an isolated technical 
problem, as so often during the interwar 

*period, but 4s a fraction of the wider ques- 
tion of world organization. No man is 
able to foresee the outcome of the present 
struggle, and the attempt, at the present 
stage, to lay down detailed schemes would 
be worse than useless. The author, how- 
ever, gives a certain number of suggestions 
as to possible solutions under the postulate 
of a British victory. These suggestions 
indicate the need for a much closer inter- 
national integration and control than have 
hitherto existed. Indeed, if acted upon, 
they would render the mechanism of inter- 
national trade, as we know it, obsolete or 
superfluous. 

Ás it stands, however, this work offers 
a valuable description of the history and 
breakdown of international trade during 
an interwar period of political disintegra- 
tion, and puts clearly and provokingly the 
problems which we have to face during the 
coming period of reconstruction. It is a 
timely book. 

JOHN LINDBERG 

League of Nations Secretariat 


Eastwoop, R. PARKER. Sales Control by 
Quantitative Methods. Pp. xx, 311. 
New York: Columbia University Press, 
1940. $3.50. 

One of the chief weaknesses in the litera- 
ture of market research and analysis meth- 
ods is the lack of specialized books which 
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attack certain basic problems in a thor- 
oughgoing mannem Sales Control by 


Quantitative Methods is a distinct contri- 
bution, particularly in its first seven chap- 
ters which deal with several fundamehtal 
concepts in a manner in Which experienced 
practitioners and teachers should consider 
them. The work is obviously not for the 
mine-run student or ordinary research 
worker. To the advanced accountant, 
business analyst, market researcher, or 
sales executive who is familiar with,mod- 
ern research methods, the book should 
prove exceedingly .stimulating. 

The first four chapters deal with the 
origin and meaning of budgetary control, 
the use of sales budgets, and the classi- 
fication and ratio analysis of sales and 
costs. A general discussion of the prin- 
ciple of budgetary control is follbwed by 
consideration of the relationship between 


the sales budget and the produftion budget," 


inventory control, plant and equipment 
budget, the labor budget, and accounting. 
The discusion of the classification of sales 
costs is limited largely to the bases most 
commonly used in current sales analyses, 
like classification by products, by sales out- 
lets, by customers, and by size of order. 
After a brief discussion of static func- 
tional analyses, based on simple correlation 
relationships, and a consideration of break- 
even point analysis, the author devotes 
two chapters to long-term and short-term 
forecasting. These do not attempt to 
cover the subject of forecasting adequately, 
but should be of interest chiefly because 
of the comments which the author makes 
on various standardized statistical proce- 
dures. 
The balance of the book is devoted to a 
discussion of market analysis per se. Af- 
ter a short introductory chapter on “The 
Purpose and Scope of Market Analysis" 
there is a very brief discussion of the prob- 
lem of collecting market information. The 
bulk of this section is taken up with three 
chapters which discuss the problems of 
sampling in connection with the gathering 
of primary market analysis data. The 
most interesting chapter here is one en- 
titled "Statistical Methods of Testing the 
Significance of Market Factors.” In it the 
author presents techniques for testing sin- 
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gle differences in frequency and in magni- 
tudes as a basis for testing the proportion- 
ality of samples. One has a feeling that 
the discussion of sampling overbalances 


that devoted to other problems in market | 


Analysis, but this now appears to be a 
common tendency in all market research 
work, for we find a number of practition- 
ers who speak of the "sampling technique" 
as though it were synonymous with market 
analysis rather than being merely a tool 
which,is important in the proper control 
of data gathering. The remainder of the 
discussion concerns chiefly the field of 
quantitative market analysis in which the 
author discusses several of the more com- 
mon market indices and market factors. 

The appendix contains sales datà for W. 
T. Grant and Company, a source frequent- 
ly used by way of illustration throüghout 
the book. A brief discussion of mail ques- 
tionnaire techniques and a rather complete 
bibliography are also included. 

, LXNDoN O. BROWN 
Northwestern University 


BLANKERTZ, DoNarp F. Marketing Co- 
operatives. Pp. xiv, 488. New York: 
Ronald Press Co., 1940. $4.00. 


This book was written as a textbook in 
order “to give a comprehensive view of all 
phases of cooperative activity among both 
farmers and consumers” (p. v). Four 
parts are devoted to agricultural marketing 
associations, one part to a survey of con- 
sumers’, workers’, and service types of co- 
operatives, and a final part to a review of 
American cooperatives. Yet the title of 
this book is Marketing Cooperatives. 

This striking contrast between contents 
and title is indicative of the lack of unity 
that marks many sections of this book. 
For example, we are told that “the most 
common of the objectives [of coopera- 
tives], as has been seen, is betéer prices” 
(p. 18). This statement should apply only 
to marketing cooperatives, yet it occurs in 
a section devoted to both consumers! and 
agricultural cooperatives. Again, we find 
both types discussed in Chapter Threg, en- 
titled, "Cooperative Marketing in the 
World Today." Such treatment leads to 
confusion in the minds of students. 

Other indications of a lack of proper 
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organization are evidenced by Part IV, 
“Survey of Cooperative’ Sales Associations 
by Commodities.” Here we find a table in 
the last chapter ®f this part which shows 
the relative importance of cooperatives on 
a basis of sales by commodities. This ta^ 
ble should have introduced this part, and 
if it had been followed, the treatment of 
commodity sales organizations would have 
been in proper sequence. 

The factual material has been edited and 
condensed from governmental, cooperative, 
and private sources. While adding little 
material that is not already available, these 
parts of the book should adequately meet 
student needs. The final part, "American 
Cooperatives in Review,” would have had 
greater unity had consumers’ cooperatives 
been omitted. 

A careful examination of the bibliogra- 
phy indicates that a number of books in 
the field are not included. The latest edi- 
tions of several important books are like- 
wise not listed. The inclusion of questions 
or problems at the end of each chapter or 
at the end of the book would have made 
the volume more useful to teachers. 

ARTHUR E. ALBRECHT 

College of the City of New York 


CAMPBELL, PERSIA. Consumer Represen- 
tation in the New Deal. Pp. 298. New 
York: Columbia University Press, 1940. 
$3.25. 


This is an important and valuable book. 
Let no one be misled by the title. It is 
accurate enough, but some may not realize 
that involved in such a discussion are fun- 
damental economic and political questions 
of concern to everyone. Everyone should 
therefore be grateful that this study was 
made by someone who grasps the implica- 
tions of the events chronicled, thinks 
clearly, and writes well. 

«the refiewer has but one critical ques- 
tion to raise. Could Dr. Campbell by a 
different organization, or use, of her mate- 
rial have separated that part of relatively 
transient or limited interest from that of 
mores lasting and general interest? In the 
book we learn “who was who” in the con- 
sumer agencies established under the New 
Deal, and what they did and when. We 
learn the exact status of each agency, its 
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date of birth and, in some cases, death, its 
relationships, and mode of operation. It 
is of value to have a published record of 
these facts and to be able to distinguish 
accurately between the Consumers Ad- 
visory Board of ‘the N.R.A., the Consumers 
Counsel of the A.A.A., the Consumers Di- 
vision of the N.R.A., and the Consumers 
Division of the N.E.C. If the details in 
regard to personnel and organization could 
have been shown by chart, and chronologi- 
cal table they would have been equally 
available as a record, the whole setup 
would possibly have been clearer and, more 
important, the issues with which these 
agencies dealt and which their creation and 
operation raised might have been more ap- 
parent and received more extended treat- 
ment. 

In a “program of social control of in- 

e dustry” should there be representation of 
the consumer interest? Should it be rep- 
resented by the Administration with or 
without special advisers? Or by separate 
agencies, and if so, with what powers and 
responsibilities? Even without a program 
of social control of industry as typified by 
the N.R.A. and the A.A.A,, should there 
be a public agency representing the con- 
sumer interest? 

Why is it that Dr. Campbell is able to 
quote testimony of repute that the person- 
nel of the C.A.B. was the most economi- 
cally literate group in the N.R.A., that it 
was the one branch interested in the broad 
social consequences of policy, and that its 
recommendations were oriented on a 
wholly different plane from that of other 
agencies? Why can she also say with truth 
that the New Deal consumer agencies had 
“little influence on the course of events"? 

A book centering attention on these 
questions is a valuable addition. to the lit- 
erature of economics and government. 

HAZEL KYRK 

University of Chicago 


BERNSTEIN, BLANCHE. The Pattern of 
Consumer Debt, 1935—36. Pp. xviii, 
237. New York: National Bureau of 
Economic Research, 1940. $2.50. 

HoLTHAUSEN, Duncan McC., et al. The 
Volume of Consumer Instalment Credit, 
1929-38. Pp. xix, 137. New York: Na- 
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tional Bureau of Economic Research, 
1940. $1.50. * 


These two small books materially in- 
crease our knowledge of consumer debt and 
installment credit in the, United States. 
They are complementary studies. One de- 
scribes the pattern of consumer debt of 
nonrelief families in a single year, showing 
its distribution by income and occupational 
groups, regions, size of family, and type 
of commodity. «The other presents annual 
and monthly estimates of retail*instadment 
credit and cash loan installment credit by 
types of establishments over a ten-year pe- 
riod. These are Volumes 6 and 7 in the 
“Studies in Consumer Installment Financ- 
ing" carried on by the National Bureau of 
Economic Research as a part of its Finan- 
clal Research Program. i 

The basic data for Tke Pattern of Con- 
sumer Debt, 1935—36, are „the 60,000. 
schedules secured in the field investigation 
of the “Study of Consumer Purchases” of 
the Natiopal Resources Committee made 
in 1935-36. The interviewed families were 
asked to indicate the change in their debt 
status with respect to installment, cash 
loans, and charge accounts. The restric- 
tion to families showing a net change in 
debt limits, though probably not seriously, 
the conclusions to be drawn. More im- 
portant is the omission of foreign-born and 
relief families. Retail installment, cash 
loan, and charge account debt have been 
separately analyzed. The general proce- 
dure has been to show the frequency of 
debt and its change for families in different 
income groups, the differences by occupa- 
tional and family types, and the commu- 
nity and regional variations. 

The study indicates that one-quarter of 
all nonrelief families had a change in their 
net debt for installment purchases, one- 
eleventh for cash loans, and one-ninth for 
charge account purchases. The net in- 
crease in installment debt added, however, 
only .9 per cent to the aggregate income or 
purchasing power of all these families dur- 
ing the period, and the net increases in 
cash loan and charge account debt .6 per 
cent and .3 per cent, respectively. Install- 
ment purchase appears to be used mostly 
by middle-income city families, with farm 
families using the method only sparingly. 
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The articles purchased vary greatly by in- 
come level, furniture and radios being most 
important at low incomes, furniture, auto- 
mobiles, and electric reftigerators on the 


ammi, * . * 
medium ingomes, and automobiles on the 


«high incomes. Cash loans were most fre- 
quent on the high-income levels and charge 
accounts on the lower income levels. 

The Volume of Consumer Instalment 
Credit, 1929-38, provides monthly esti- 
mates of retail installment credit for five 
principal types of retail establishments: 
automobile dealers, department stores, 
furniture stores, household appliance stores, 
and jewelry stores, together With a gen- 
eral category “all other stores" to com- 
plete the estimates. Using the Census as a 
base, various interpolations have been uti- 
lized to provide the monthly estimates. 


The data disclose a large cyclical move- : 


ment in this type of credit and a decline 
in the proportion of automobile purchases 
financed in this manner. Estimates of cash 
loan installment credit are made for five 
principal types of lending agencies: com- 
mercial banks, credit unions, industrial 
banks, personal finance companies, and in- 
sured F.H.A. (Title I) loans. The cash 
loan outstandings show a slightly different 
cyclical fluctuation from the retail out- 
standings and have risen in relative volume 
in recent years. The various series devel- 
oped in this volume are to be continued 
by the Bureau of Foreign and Domestic 
Commerce. 

Both of these volumes are purely de- 
scriptive statements of the results of sta- 
tistical compilations. No reasons are ad- 
vanced in explanation of the findings. Both 
deal with phases of the consumer credit 
field where information was badly needed, 
and while the basic data are not all that 
might be desired the limitations have been 
frankly stated and the work appears to 
have been carried through with: high de- 
gree of technical competence. "The results 
are worth examination by all interested in 
the field. 

WARREN C. WAITE 

University of Minnesota . 


ProwMER, Witpur C., and RALPH A. 
Younc. Sales Finance Companies and 
Their Credit Practices. Pp. xxiii, 298. 
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New York: National Bureau of Eco- 
nomic Research, 1940. $3.00. 


During 1937 more than $5,000,000,000 
of installment crédit, including cash loans, 
was extended. For good or ill, Americans 
were increasingly borrowing ahead of their 
incomes to taste the fruits of the new 
technology or to meet current exigencies. 
Though much of this credit was directly 
financed by the seller, the rise of sales 
finance companies has featured the growth 
of extensive consumer borrowing. As spe- 
cialized institutions, such companies bought 
retail installment contracts from dealers 
who had made installment sales and to 
some extent they financed the dealer him- 
self. In addition, some sales finance com- 
panies have also made small loans. 

The National Bureau of Economic Re- 
search has sought to prepare authoritative 
studies of the financial institutions engaged 
in consumer installment financing. The 
present volume is the second in the series. 
It well fulfills its amnounced purpose of 
giving facts rather than opinions and of 
presenting an accurate picture of the finan- 
cial institutions involved. The treatment 
is largely statistical. 

The greater part of the volume is given 
over to automobile financing, which bulks 
large in the portfolios of sales finance com- 
panies. We learn the incomes of auto- 
mobile customers, the prices they pay, the 
credit instruments they sign, the cantract 
terms, the relations between the dealer and 
finance company, and the experience in 
credit losses. A special chapter is devoted 
to the problem of repossession of auto- 
mobiles. Attention is also directed to the 
financing of electrical appliances, as well 
as to experience in other fields. The book 
ends with chapters on the finance charges, 
the regulation of abuses in the industry, the 
measurement of income, expenses and 
profits of sales companies, and the com- 
petitive relationships of the agencies. 

One fact stands out prominently amidst 
the extensive tabulations in the studies. 
The industry has been a highly profitable 
one. * Even at the depth of the depression 
the average net profit on total capital em- 
ployed was between 5 per cent and 6.5 per 
cent. Since the companies were them- 
selves borrowing a large proportion of their 
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funds at a lower rate, their returns on 
stock invested were eubstantial. Profit 
rates have been stable and persisting. 
That the scale of charges has not been re- 
duced more rapidly than it has, has been 
the result of the imperfect competition in 
the complex consumer-dealer-manufac- 
turer-finance company relationship. The 
book concludes with an excellent discus- 
sion of the interplay of these forces in the 
field of automobile financing. 
. x CoLsTON E. WARNE 
Amherst College 


Younc, KIMBALL. Personality and Prob- 
lems of Adjustment. Pp. x, 868. New 
York: F. S. Crofts & Co., 1940. $4.25. 
Until recently it was the fashion to treat 

all psychology as social psychology. Pro- 

fessor Young followed this fashion some 


eten years ago in his Social Psychology. 


Today the tendency is to heap all the lug- 
gage on another omnibus called personality. 
Again Professor Young is in the, mode and 
has apparently emptied from his files all 
the material unused in his other book, and, 
incidentally, much that he has used, pack- 
ing a lot of baggage for a journey that 
never gets under way. The result is 800 
closely, and superbly, printed pages that 
are essentially indistinguishable from their 
predecessor, or, for that matter, from a 
Score of other recent books that go by 
titles ranging from "child psychology" to 
“mental hygiene.” One is constrained to 
remind writers that if all psychology is per- 
sonality, then none is. 

An armistice ought to be called on the 
efforts of sociologists to adjust people. 
Their students become too easily satisfied 
and, as social workers, dangerously com- 
placent. Social workers, finding them- 
selves unable to provide the material as- 
sistance which their clients realy need, 
have broken out as "personality adjusters" 
in epidemic proportions, ‘This is reminis- 
cent of depression college presidents who, 
failures as money-getters, which is their 
proper function, have become “educators” 
and "curriculum revisionists.” 

Whatever limited value Professor 
Young’s students may gain from this tauto- 
logical tome, the readers of THE ANNALS 
should be able to bear up satisfactorily 
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without it. The viewpoint of the work is 
enlightened, the`material impeccable, the 
erudition sound, and the industry above 
all laudable. 
ELLIS FREEMAN 
University of Tampa 


BENEDICT, RUTH. Race: Science and Pol- 
ics. Pp. x, 274. New York: Modern 
Age Books, 1940. $2.50. 


As would be expected from the scientific 
reputation of its author, this is & distinctly 
worth-while book on a timely topic. In 
fact, it is by all odds the best popular 
treatment among the numerous works of 
recent years. Nothing particularly new is 
said; how could there be? The treatment, 
however, is fresh and extremely readable, 
though the serious and didactic style would 
have profited from an occasional touch of 
humor. 

The basic thesis is that there'is a distinc- 
tion between the anthropological problem 
of race differences and the psychosocial 
problem of racism. “Racism is the new 
Calvinism” (p. 5). “A student may have 
at his tongue’s end a hundred racial differ- 
ences and still be no racist” (p. vi). A 
recurring theme is thus expressed by Boas: 
"If we were to select the most intelligent, 
imaginative, energetic, and emotionally 
stable third of mankind, all races would be 
represented” (p. 147). 

There is clearly implied in this view the 
admission that very probably the various 
races are not all equal in all respects. It 
would be a biological miracle if they were. 
in her treatment of the question of equal- 
ity and the related issues of what consti- 
tutes a race, the difficulties of classification, 
what is inherited, and who is superior, Mrs. 
Benedict avoids the excesses of the ex- 
treme anti-racialists. She thus greatly 
strengthens her presentation, ‘These mat- 
ters are, however, very complex; even the 
facts are too often obscure and contra- 
dictory. The author thus seems to empha- 
size homozygosity in some passages and 
heterozygosity in others (pp. 46-47, 
92-93). One would like to have a greater 
clarification of her conception of a “stable 
race" and more concrete material on ‘“‘char- 
acterization areas.” Then there are places 
where the effort to minimize the differences 


THE ANNALS OF THE AMERICAN ACADEMY 


between groups reduces to the simple fact 
that all men are human, as when (p. 49) it 
is argued that, since all traits being found 
among Swedes are found among Sicilians, 
the only differences are in the statistical 
distributions: and where (p. 102), excep- 
tion being made of the Pygmies, the brains 
of all other types cluster about a general 
human average. One obviously wonders 
how differences would be expressed, if not 
in differences of distribution, when traits— 
stature, pigmentation, cephalic index—are 
reduced to quantitative form; also whether 
the fact of differences in the statistical dis- 
tributions constitutes an argument for ge- 
netic similarity. Nor can one, having 
admitted that brain size seems to have 
some significance in biological evolution, 
readily admit that the difference between 
an average of 1550 c.c. and 1350 c.c. 
merely means that all men belong to the 
genus Homo sapiens. 

The question of differences in mental 
ability, which after all is the crucial issue, 
is better handled by Mrs. Benedict than 
the reviewer has seen it treated anywhere 
else. It is a scientifically sound and hu- 
manely wise treatment. It is nowhere as- 
serted outright that all races are mentally 
equal. Rather it is shown that differences 
are smaller than popularly supposed, due 
in the main to cultural factors. Emphasis 
is especially placed on the fact that groups 
generally suspected of less than white av- 
erage intelligence produce a sizable propor- 
tion of individuals who are above the white 
average. This is enough for the fair- 
minded person. Clearly individuals, re- 
gardless of race, must be treated on their 
merits, when all types produce superior 
capacities. This view leaves no place for 
race prejudice and reduces all racism to 
mysticism. From the standpoint of the 
advancement of the cultural life of the 
nation, this view calls for an e@uality of 
opportunity as between various racial 
types; from the standpoint of eugenics, it 
calls for attention to individual qualifica- 
tions for parenthood regardless of skin 
color or head form. 

The author then proceeds to a „history 
of racism and to an analysis of race preju- 
dice. The discussion is brief but adequate. 
Race prejudice smolders perennially and 
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erupts periodically. It manifests itself 
among primitives and among advanced 
peoples; it has been as violent among 
those professing® a religign of universal 
brotherly love as among savaggs; it breaks 
out like a contagion in times of sociad 
crisis, whether the occasion be religious, 
political, or economic. It is always an 
attendant of some sort of power policy, 
one racial element being used as the scape- 
goat for the ambitious strivings of another. 
Mrs.' Benedict has written another expo- 
sure of its fallacies, but on her own show- 
ing there is little prospect that she has 
exorcised for good and all its evil spirit. 

FRANK H. HANKINS 

Smith College 


Boas, Franz. Race, Language and Cul- 
ture. Pp. xx, 647. New York: The 
Macmillan Co., 1940. $5.00. 


This is no ephemeral book; it will long 
be read, and even belated notice of it is 
justified. Here the most important papers, 
written by the greatest of American an- 
thropologists, are assembled and arranged 
in order by Boas himself. It has been 
characteristic of his work that he has pro- 
duced no comprehensive syntheses, either 
in the form of histories or in the form of 
scientific systems. This book well repre- 
sents the nature of his mind: his many- 
sided interest in the nature of man and 
culture; his concentration on segregated 
bodies of controlled fact; his recognition 
of the complexity of factors entering into 
social phenomena; and his refusal to be 
distracted by rhetorical or literary effects. 

The papers included have appeared over 
a period of half a century. Most of the 
history of an entire science (anthropology) 
is incidentally to be found in the develop- 
ment of this man’s work. A few pages in 
the present book are new additions, not 
hefore pftblished. On page 311 Boas pro- 
vides a significant key to understanding his 
scientifc career (for “acculturation” some 
. will wish to read "diffusion"): “The con- 
fusion in regard to my own point of view 
is perhaps largely due to the fact that in 
my early teaching, when I fought the old 
‘speculative theories,’ as I am now fighting 
the new speculative theories based on the 
imposition of categories derived from our 
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culture upon foreign cultures, I stressed 
the necessity of the study of acculturation 
(1895, see p. 425) and * dissemination. 
When I thought that these storica! meth- 
ods were firmly established I began to 
stress, about 1910, the problems of cultural 
dynamics, of integration 'of culture, and of 
the interaction between individual and so- 
ciety.” 

Four divisions make up the book: Race 
(20 papers); Language (5 papers); Cul- 
ture e(35 papers, including several on ar- 
chaeology and a number on folklore); and 
Miscellaneous (3 papers). Some of the 
papers are well-known classics of social 
science research; others are reprinted from 
unfamiliar journals. Unfortunately there 
is no index, but in the table of contents the 
title of each paper is followed by a brief 
abstract of its contents. 

ROBERT REDFIELD 

University of Chicago 


Dego, ANGIE, And Still the Waters Run. 
Pp. xii, 417, Princeton: Prifceton Uni- 
versity Press, 1940. $4.00. 


The story of the American Indian will 
long remain incomplete. It must be part 
of the history of the frontier that was con- 
quered by the hardy pioneer with gun and 
axe. Midnight and early morning raids 
conducted by the desperate Indian defend- 
ers of their homes constitute scenes of vio- 
lence and inhuman atrocities. Yet civiliza- 
tion was carried farther and farther from 
the Atlantic seaboard to the interior of the 
continent and finally to the shores of the 
Pacific. 

This march of progress pushed the In- 
dians into more and more restricted areas. 
Their way of living became unnatural and 
cramped. Compelled to accept limited 
holdings, they tried to make the best of 
what to them was a bad situation. 

The Five Civilized Tribes—Cherokee, 
Choctaw, Chickasaw, Creek, and Seminoles 
— found themselves removed from their 
ancestral homes to Indian Territory, later 
called Oklahoma. It is of these Indians 
that the author writes. They were victims 
of a social, economic, and political system 
about which they knew very little, and 
many could never understand the ways of 
the white man. 
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After the passage of the Dawes Sev- 
eralty Act in, 1887 their tribal holdings 
were divided and each member was forced 
to accept individual allotments. Such 
ownership of land was more than a nov- 
elty; it was highly confusing. More than 
seventy-five thousand were enrolled by the 
Dawes Commission whose work was com- 
pleted by 1907. Their lands proved to be 
valuable because of timber, coal, and the 
discovery of vast oil fields, Then began a 
mad scramble by unscrupulous *whitee men 
to cheat them of their land. 

By fraud, which was produced in every 
conceivable way, millions of dollars were 
filched from trusting but misguided In- 
dians. The operations of "grafters" are 
clearly set forth in the book. Participation 
of Federal employees in despoiling the In- 
dians’ wealth, the refusal of the’ Indian 
Office and Congress to intervene, the slow 
moving courts, and the lack of action on 
the part of the state of Oklahoma itself to 
correct abuses, convince the reader that 
justice was remote. It is a sad picture and 
compels the reader to think of Indian re- 
moval in the decades of the twenties and 
thirties of the past century as a minor af- 
fair, compared with this tragic period of 
corruption and deceit. Certainly the Fed- 
eral Government has been neglectful of the 
Indian wealth. It is clear, of course, that 
not everyone connected with Indian affairs 
was dishonest, but a few could not stop 
the wholesale wrecking of a legal heritage. 
Chapters of American history like this one 
are difficult to understand. 

The author tells a vivid story of the 
devious ways by which the Indians were 
compelled to submit to almost unbelievable 
chicanery. Indian agents, attorneys, and 
money-mad men with questionable reputa- 
tions were promoters of schemes that went 
unchecked by an enlightened government 
committed by treaties to protect both per- 
son and property. Obligations were lightly 
observed. Exploitation was the slogan in 
dealing with Indian affairs. Religious or- 
ganizations even played for high stakes on 
the principle that money which was so 
freely passed from one to another might 
as well be diverted to their own coffers. 

The political and economic, as well as 
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social, structure of the Indian organization 
fell before streamlined methods of grafters. 
The book has a readable style. A chap- 
ter here and thgre is filled with interesting 
but unnecegsary details such as Chapter 
XII, “The Battle for Spoils.” Chapter 
XI, “The Indian’s Place in Oklahoma,” is 
an excellent evaluation. The treatment of 
contemporary Indian affairs is good and 
brings the story to the present time. Doc- 
umentation, bibliography, and index are 
more than adequate. The book is recom- 
mended to all students of Indian history, 
and should be read by those who make 
any pretense to know American history. 
M. L. WARDELL 
University of Oklahoma 


Du Bors, W. E. B. Dusk of Dawn. Pp. 
x, 334. New York: Harcourt, Brace & 
Co., 1940. $3.00, 


It is seldom that the autobiography of a 
Negro finds itself in print. While many of 
the race have participated in a variety of 
useful works, they have rarely taken the 
time to record the happenings and events 
of their lives for the purpose of future rec- 
ord and research. In Dusk of Dawn, Dr. 
Du Bois precludes any later circumstance 
which might prevent an accurate account 
of his life finding its way to the general 
public and, at the same time, compiles a 
history of the Negro race during the last 
seventy years. 

The problems which the.colored race has 
faced in America since emancipation fall 
little short of the problems with which Dr. 
Du Bois himself has been confronted. 
This is so because very early in his life 
he accepted the task of finding a means to 
solve the Negro’s problems—first, by sci- 
entific method, and later, by an unceasing 
barrage of propaganda. 

It was something more than mere coinci- 
dence that both Du Bois and Booker T. 
Washington should have emerged simul- 
taneously as race leaders: two mem en- 
gulfed in the same task and seeking the 
same goal, but each by an entirely different 
method. The struggle of these leadews to 
secure a place for the Negro in the.Ameri- 
can social order, though at times with con- 
siderable mutual hostility, has been the 
very essence of the Negro's rapid advance, 
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particularly since the turn of the twentieth 
century. It is now evident that lacking 
Washington’s industrial educational pro- 
gram and Du Bois’ d di intellectual 
minority program, the Negro could not 
have developed that degree bf race con- 
sciousness so vital to his future well-being. 

When one reads the chapters dealing 
with the environment in which Dr. Du 
Bois was born, and contrasts this with the 
circumstances of Washington's background, 
it is easy to understand why thejr social 
philosophies should clash. The former is 
. virtually a Negro aristocrat born in the 
shadow o£ New England industry and com- 
merce, and educated almost entirely in its 
public schools, as well as in Harvard and 
European universities; while the latter was 
the product of his rural southern environ- 
ment, with all that implies. 

While circumstances have caused Dr. Du 
Bois to alter his original program in some 
minor details, he has nevertheless retained 
an undaunted faith in the possibility of 
the gradual solution of the race problem 
by what he terms “the Talented Tenth,” 
or the intellectual minority. Du Bois be- 
lieves that upon this group of men and 
women depends the chief responsibility for 
carrying the Negro to a position of respect 
in the American social order. One will 
find that the basic pattern of the race 
organizations which he sponsored, begin- 
ning with the Niagara Movement and the 
Pan-African Congress, is founded*on this 
theory. 

Probably the most interesting chapter in 
the book is the one entitled “The Colored 
World Within" in which Dr. Du Bois 
traces with careful precision the funda- 
mental theories by which the colored race 
has attempted to solve some of its prob- 
lems within the larger white world. 

In the final pages, the writer presents his 
Own foamula. Since this suggests aspects 
of racial segregation, one is inclined to con- 
clude that it represents an almost complete 
about-face from his earlier program of 
racial equality. Dr. Du Bois, apparently, 
wqild not now object to segregation in 
such „fields as education, religion, health, 
and industrial trade unions. Uppermost in 
his program is the proposal to use the con- 
sumer purchasing power of the Negro as 
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the basis for his entrance into the future 
economy of America on grounds of equal- 
ity with the whites. . 

When one has gained an insight into the 
ntimerous activities crowded into this sin- 
gle life—first,« teacher; then an organizer 
of national and international movements; 
and finally, an author of many books and 
special studies—one can only be impressed 
with the obvious fact that Dr. Du Bois, 
despite his great capabilities, has attempted 
the solutjon of too mahy of the Negro's 
problems. The problems of any group of 
people are infinite and cannot therefore be 
adjusted satisfactorily in the span of an 
individual lifetime. 

The book is unusually well written and 
wil rank among the best histories on the 
Negro written up to the present time. 

. GEORGE SNOWDEN 

Indiana University 


Frazier, E. FRANKLIN, Negro Youth at 
the Crossways. Pp. xxiv, 301. Wash- 
ington: American Council on Education, 
1940. $2.25. 


This is a mature book. Documentary 
material, presented largely in the conversa- 
tional form in which it was collected 
through the interview method, has been 
given a scholarly, candid, and penetrating 
analysis without sacrificing an iota of spon- 
taneity or of human interest. The frame 
of reference which the author uses in 
studying the personality development of 
Negro youth is the class orientation of the 
person interacting with the racial definition 
of his personality. 

Working on the assumption that person- 
ality is the "dynamic organization of atti- 
tudes and traits which change during the 
life history of an individual" in response to 
his “social experience and his cultural 
milieu" (p. 276), Dr. Frazier seeks to dis- 
cover the extent to which family back- 
ground, group and institutional affiliations, 
and social movements and ideologies have, 
through the mediation of the social class, 
influenced this development. To offset the 
necessarily segmental view of personality 
stemming from the analysis of separate 
factor roles, intensive studies of the entire 
personality of two representative youths 
are included. 
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Basic data for the book were gathered 
by a staff of skilled research workers using 
a. guided interview outline under close su- 
` pervision in repeated interviews, sometimes 
five or six, with each of 268 Negro youths 
in Washington, D. C. and Isuisville, Ken- 
tucky. The data were then viewed against 
the background material accumulated by 
the author over a period of years on the 
ecology and social organization of the Ne- 
gro community and the larger white world 
and against the obServed dilemmag fostered 
by the culturally intermediate position of 
the border states. 

Although there are doubtless reasons for 
its omission, one wishes that the research 
student might see appended to the method- 
ological note a copy of the interview out- 
line so carefully formulated by the direc- 
tors and Ruth Shonle Cavan. It ewould 
also have been valuable if the author had 
stated to what extent, if any, he had to 
revise in the course of the study the social 
stratification frame of reference, basically 
economic afd occupational, to reflect the 
purely cultural and social distinctions, such 
as family background, patterns of behavior 
(morals and manners), personal achieve- 
ment, and personal appearance or color. 
The impression one gets is that the ob- 
jective factors of income and occupation, 
while somewhat arbitrarily though empiri- 
cally adopted, were found througa investi- 
gation to hold as the major bases for social 
classes whereas the subjective factors 
merely contributed to the greater or less 
acceptability of members within a desig- 
nated category. "This would, of course, be 
logical in the light of the essentially middle 
class (in the historic sense) definition of 
present-day stratification in both white and 
‘Negro worlds. 

Two conclusions are unequivocally clear. 
One is the fact that, paramount though it 
is, class orientation for the Negro, as for 
any other minority group, is constantly 
being impinged upon by racial identifica- 
tion, an identification that is in part pride- 
ful but in the main compensatory, for “the 
most sheltered youth in the Negro group 

. are exposed like the lower classes to 
the evaluation' and discriminations in the 
larger white world" (p. 67). While upper 
class Negroes would not exchange their 
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class advantages for an inferior status 
within the white world, they must suffer 
along with the poorer whites, Frazier be- 
lieves, the lack of maturigg influences of 
free competition n the larger world. The 
second strikg conclusion is that Negro 
youth in the border states, no matter how 
immature, frustrated, or confused they 
may be, are far removed in self-respect and 
articulateness from the Negroes of the 
Deep South who, as Charles S. Johnson ob- 
served in Shadow of the Plantation,, are 
“muffled with a vast apathy.” 
OLIVE M. STONE 
Richmond Professional Institute 
of the College of William and Mary 


COLEMAN, J. W., Jr. Slavery Times in 
Kentucky. Pp. xiv, 351. Chapel Hill: 
University of North Carolina Press, 
1940. $3.00. 

VIRGINIA WRITERS’ Project. The Negro 
in Virginia: From 1619 to the Present 
Day. Pp. xii, 380. New York: Hastings 
House, 1940. $2.50. 


The flood tide of writings about the 
South continues unabated. Year in and 
year out the presses of the nation pour 
forth masses of books, pamphlets, and arti- 
cles about this fascinating region. Of all 
the rich variety of southern history and 
life, no aspect has proved more attractive 
to writing folk than that of race and the 
relation’ between the races. To this cate- 
gory belong Slavery Times im Kentucky 
and The Negro in Virginia. 

Coleman's book is a finished work of 
art. With great skill he has developed a 
picture of slavery in Kentucky, tracing its 
evolution from the first backwoods settle- 
ments, through the finished patrician soci- 
ety of the bluegrass, and on into the first 
stages of the “irrepressible conflict.” The 
book may well be likened to a geries of 
carefully delineated drawings. The reader 
is first introduced to the “peculiar institu- 
tion” as it functioned on the frontier. In 
two succeeding chapters, entitled “Folks 
in the Big House" and “Massa’s People,” 
he is shown in clear outline the funda- 
mental roles of master and slave. Follow- 
ing this the reader’s attention is focused 
upon a sketch of the local controls exer- 
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cised through the town watch and ‘the 
“natterollers.” The next scenes portray 
the horrors of traffic in human beings, the 
author turning? the spoflight up to the 
“Auction Block,” “Niggah Tyadahs,” and 
“Down the River.” The reader next views 
slavery in Kentucky from the vantage 
point of abolitionist activities and the un- 
derground chapters entitled “Nigger Steal- 
ers" and “Following the North Star.” 
Closing scenes depict the cruelty and bru- 
talify of extreme cases and the activities 
of colonization societies and the most 
prominent abolitionists. 

This bSok is a finished product; the au- 
thor has told his story well. Social scien- 
tists will probably find considerable diffi- 
culty in evaluating the narrative, but on 
the other hand in few places will they find 
an old story better told. 

The Negro in Virginia is a very differente 
type of book. Detailed facts are the warp 
and woof of this report. In appearance 
and readability it sfiffers severely in com- 
parison with the excellent product of the 
University of North Carolina Press. The 
Virginia study falls into two parts: the first 
consists of a reconstruction of slave times 
and Negro history pieced together from 
the accounts of old Negroes—ex-slaves 
who were still living at the time of the 
study in 1936-1938; the second is made 
up of discussions of the present status of 
the Virginia Negro and his institutions. 
The personal histories of Virginia’s ex- 
slaves make very interesting reading, and 
one receives the impression that he has 
gained in understanding by perusing them. 
The later chapters are excellent essays 
on such fundamental subjects as Negro 
churches, schools, arts, capital, labor, coun- 
try life, and urban living, A detailed bib- 
liography is appended. The book gains 
much ffm being profusely illustrated with 
a series of excellent photographs. The 
serious scholar will lament the omission of 
all footnotes. This defect creates a great 
barrier to the ready use of the great mass 
of *factual materials, and greatly reduces 
the value of the book for reference pur- 
poses. 

T. LYNN SMITH 

Louisiana State University 
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Crum, Mason. Gullah: Negro Life in | 
the Carolina Sea Islands. Pp. xvi, 351. 
Durham: Duke University Press, 1940. 

, $3.50. > 


It was not yntil recent years that schol- 
arly attention was directed to the speech 
and social history of the Gullah Negroes, 
who live in the sea islands and coastal re- 
gions of South Carolina and who may be 
regarded as ‘the nearest approaches to a 
pure type of African stock in the United 
States. Their strange dialect, quaint phi- 
losophy, and cultural isolation make them 
a unique study in the racial patterns of 
America. Better known are the literary 
treatments of the speech and songs of this 
coastal folk by story and song writers and 
collectors, among whom were Caroline Gil- 
man, William G. Sims, Ambrose Gouzales, 
DuBose Heyward, Julia Peterkin, William 
F. Allen,, Thomas Wentworth Higginson, 
and others. 

The serious study of the folk culture of 
these people received an imporfant impetus 
in 1930 with three volumes by Guy B. 
Johnson, Guion Griffis Johnson and T. J. 
Woofter, Jr., from the Institute for Re- 
search in Social Science of the University 
of North Carolina. These volumes were 
pioneer studies of the dialect, the culture, 
and the social and economic status of the 
Gullah folk. 

The present study is the result of an en- 
deavor to give a comprehensive picture of 
Gullah life, past and present. The author, 
a representative of the New South, writes 
with a sympathy and a thorough knowl- 
edge of his subject, gained from early 
youth in the coastal plain and brought to 
focus by subsequent scholarly training. 
He believes that "young people of both 
races need to know more about the social 
history of the American Negro and his 
interesting and often intimate and friendly 
relationships with the white people of the 
South" (p. ix). The latter seems to be 
one of the hypotheses of the book, for the 
implication is inevitable that in his opinion 
race relations were intimate and satisfac- 
tory prior to the war and that they were 
made worse by the war and Reconstruc- 
tion. He suggests that time might be prof- 
itably taken “to know more fully the in- 
teresting story of Negro progress and the Š 
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Negro's contribution to American life in 
economics, in letters,4and in art" (p. ix). 

With' this dpproach, Professor Crum 
seeks to give “a faithful picture" of the 
physical environment of the Carolina low 
country, the sea islands, atid the planta- 
tions, and weaves "into his story the cul- 
tural background of slavery and Recon- 
struction with their effects upon conditions 
today. Succeeding sections (reat in pic- 
turesque manner the Gullah attitude to- 
ward nature, religion and the church, „the 
spirituals, religious instruction, the work of 
the plantation missions, the hardships of 
slavery, and the Port Royal experiment. 

Among the significant sections are those 
treating the dialect, the spirituals, and the 
cultural transition to freedom. The Gullah 
dialect is the most peculiar of all forms of 
speech in the United States. This feculi- 
arity is attributed by some students to its 
African origins. The author states that he 
doubts not “that the African West Coast 
through its human cargoes contributed 
something of distinctiveness and charm to 
the spoken word of the Carolina sea 
islands” (p. 103). He states positively, 
however, that Gullah is “almost wholly 
English—peasant English of the seven- 
teenth and eighteenth centuries, with per- 
haps a score of African words remaining" 
(p. 111). Nevertheless, while he believes 
that the dialect is English, he also states 
that the “spirit” is African. His study in 
this respect is quite incomplete. 

The treatment of the spirituals forms a 
valuable part of the study. The author 
shows that the sea island spirituals, which 
run the whole gamut of human emotions, 
differ from the spirituals as sung at Fisk 
and Hampton. These spirituals, he finds, 
are affected either by white contacts or by 
sophisticated musicians, white and black. 
He describes the sea island spirituals as 
being marked by simplicity, naiveté, and 
weird charm. He states that they are best 
rendered without instrumental accompani- 
ment. He thinks that the wild rhythm and 
the steady beat of hands and feet are sug- 
gestive of the throb of the tom-tom. He 
states that "the African element is notice- 
able in many of the pure spirituals" (p. 
149). "There are borrowings, he observes, 
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but there is a quality and an expression 
which belong to the Negro. 

The transition to freedom through the 
program of the f'reedmen& Aid Societies 
makes up the last section of the book. 
The author Writes of the “dark yeats of 
Reconstruction," when the freedmen were 
enfranchised (p. 231). He makes such 
generalizations as: "To this day racial an- 
tipathy in any section of the South is di- 
rectly proportional to the degree of harsh- 
ness of the Reconstruction devices impesed 
by the northern conquerors" (p. 325); 
"the Southern man, so often harsh in ex- 
terior, is lenient in his heart" (p. 335); 
"the pampering of the Negro by his north- 
ern friends produced a great deal of un- 
lovely behavior in the black man" (p. 
335); "the. freedman was led to think more 
highly of himself than he ought" (p. 336). 

The reader can readily doubt the value 


"of these sweeping generalizations, for with 


slavery as the cornerstone of the Confed- 
eracy, and with compensated emancipation 
rejected, it is probable that slavery would 
have turned into serfdom and the lot of the 
white South and the Negro would have 
been immeasurably worse—the war and 
Reconstruction to the contrary notwith- 
standing—if history permits any compari- 
son at all. But the nation still has its 
chance to create a democracy at home. 
We agree with the author: “What a pity 
it would be if the South lost this great 
opportuhity!” (p. 335). 

The principal value of the book. lies in 
its vivid and well-written treatment of the 
Gullah land and folk and the superb por- 
traiture of the community life of an iso- 
lated and unsophisticated group of the de- 
scendants of Africa. The author’s method 
of extensive quotations has its advantages 
as well as its disadvantages, which are 
quite apparent. There are several interest- 
ing photographs and illustrations Con-, 
spicuously absent from the bibliography is 
Elsie Clews Parsons, Folk-Lore of the Sea 
Islands, South Carolina (Memoirs of the 
American Folk-Lore Society, Volume XVI, 
1923) and Rossa B. Cooley, Homes of éhe 
Freed (1926). The omission of an index 
mars the reference value and detailed use 
of the book. This study deserves the at- 
tention of students of race relations for it 
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is a serious contribution to an ever growing 
body of studies which must be made from 
many points of view before we shall have 
historical understanding of our present ra- 
cial situations. One task still, remains—to 
pursue more completely the African origins 
and connections of this folk, their dialect, 
folklore, and music. An aspect of this re- 
lationship is now being studied by a Negro 
scholar, who is on leave from teaching 
duties for this special purpose. 
CHARLES H. WESLEY 
Howard University 


The Maye and Their Neighbors. Pp. xxiv, 
606. New York: D. Appleton-Century 
Co., 1940. $6.00. 


The authors of these thirty papers are 
students or colleagues of Alfred Marston 
Tozzer to whom, as leading teacher in the 
field of Middle American research, the 
work is dedicated. A single contributor, 
Clyde Kluckhohn, raises the question 
whether Middle Americanists are historians 
or scientists, or historians-for-the-sake-of 
science, and invites the Middle American- 
ists to discuss their premises and their 
methodologies. No interest in the question 
or the invitation appears elsewhere in the 
book. It fulfills the promise of its editors 
that it be “a summary of current opinion 
on the field of Middle American archae- 
ology.” The contributions from physical 
anthropologists, ethnologists, and students 
of languages bear, as do all (but one), on 
a central problem that is archaeological 
and historical: What were the particular 
events by which the Middle American cul- 
tures came about and came into relation 
with other cultures? 

Written by specialized scholars for schol- 
ars, this collection of papers is suitable for 
the reader with preparation in the field; it 
is not an introduction for the beginner. 
Certain 8f the papers constitute what may 
be the best, and what is certainly the most 
up-to-date, review of knowledge and ex- 
pert judgment in the field. Included in 
this group are "The Origins of the Ameri- 
canelndian Race Types" (W. W. Howells); 
“An Outline of Basic Physical Factors Af- 
fecting Middle America" (Oliver G. Rick- 
etson); "The Native Languages of Middle 
America” (J. Alden Mason); “Archaeo- 
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logical Problems of the Lowland Maya” 
(J. Eric Thompson—eand a similar paper 
on the Highland Maya by A. V. Kidder); 
“Maya Epigraphy” (Sylvanus G. Morley); 
and “Pre-Pottery Horizons of the Anazasi 
and in Mexico” (Frank H. H. Roberts). 
About one-third of the contributions are 
not summaries of large areas of knowledge, 
but are reports on local excavations or on 
other very local facts. A few papers are 
trivial or perfunctory. . 

Ta cert&in of the papers the reader will 
encounter ideas that are new or at least 
not commonplace, and which are of the 
sort called stimulating: that is, while lack- 
ing proof, they start inquiry in new direc- 
tons. Linton suggests that the great de- 
velopment of the native American civiliza- 
tions depended in part on the balance of 
diet athieved when abundant protein was 
obtained through the domestication of the 
bean. He also suggests that in the South- 
east and in parts of Middle America the 
soils were of a sort easily exhausted; that 
hence the settlements had to keep moving; 
and that hencé advance of civilization re- 
quired the ceremonial center as a core of 
organization. Lothrop proposes that the 
key to the understanding of higher New 
World cultures is to be found in the ex- 
pansion of the Arawak. La Farge presents 
the post-Conquest history of Middle Amer- 
ican history in five stages, somewhat deter- 
mined by the exploitive treatment of the 
Indian. This reader was struck by the 
boldness of some of these suggestions and 
by the slimness of the evidence to support 
them. So too, apparently, was A. L. 
Kroeber, who contributes a wise and con- 
structive terminal critical essay. 

Altogether, this is a work of high qual- 
ity. There is an index, and there are two 
chronological tables placing Middle Ameri- 
can cultures in temporal relation to one 
another and to certain cultures of South 
America and of the North American South- 
west and Southeast. 

ROBERT REDFIELD 

University of Chicago 


Wipes, HARRY Emerson. The Delaware. 
Pp. x, 398. New York: Farrar & Rine- 
hart, Inc., 1940. $2.50. 


This volume is an interesting and worthy 
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addition to the series which the late Con- 
stance Lindsay Skinntr designed and. which 
is now edited ‘by Stephen Vincent Benét 
and Carl Carmer. As I have said in rg- 
viewing other volumes in the series, it is 
difficult satisfactozily to classify them. 
They are not history, nor sociology, nor 
political science, nor adventure stories, nor 
guide books, They are written by men 
who have won distinction iM other fields 
of authorship. Really they are sui generis; 
they are a real contribution to the Zsera- 
ture of American waterways and are enter- 
taining to a high degree. 

^ Mr. Wildes’ text may be said to be that 
“the Delaware is a symbol rather than a 
stream. It marks the place where cultures 
clashed, where varied peoples blended into 
true Americans, where a nation was born 
and where, by bitter battle, the United 
States was saved." 

He develops this theme with skill and 
with a marshaling of facts and incidents 
that suppoij his idea. Someone has said 
that the Delaware is "the most civilized of 
the American rivers" and this narrative 
supports that idea. Certainly it js one of 
the most significant rivers on the eastern 
seaboard. ^ Dutch, Swedish, and English 
explorers sailed up its channel, claimed new 
land for their respective countries, and left 
colonists to work out as best they could a 
new pattern of living. In the midst of con- 
tending claims and squabbles William Penn 
laid well and wisely the foundations of his 
Quaker commonwealth, only to learn that 
sturdy pacifism gave no final answer to 
turbulent times. ‘ Indian wars, interreli- 
gious and intercolonial strife broke the un- 
easy peace. The declaration of American 
liberties was signed in Philadelphia and the 
Delaware valley resounded to the clash of 
arms and the tread of marching. men. 
Peace brought the era of industrial expan- 
sion, but led into the modern days of 
political and industrial strife. Strangely, 
Mr. Wildes points out, beneath the surface 
of conflict a culture grew and thrived, the 
culture of a young and independent people. 

Colorful personalities enrich the book. 
Among them are the Swedish dictator, 
Printz, who in colonial days established 
himself in the splendor of a feudal baron; 
the Indian chief, Tammany, who in the 
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words of William Penn was “in the highest 
degree endowed with wisdom, virtue, pru- 
dence, charity, meekness, hospitality; in 
short, with eve, good ahd noble quali- 
fication thatea human being may possess." 
: CLINTON ROGERS WoopRUFF 
Philadelphia 


To THE EDITOR or THE ANNALS 
+ . 


Having learned that Mr. S. G. Hanson 
requested the opportunity to review my 
book, Introduction to Investment Analysis, 
I should like to say that since Mr. Hanson 
has specialized in Latin American econom- 
ics and not in investment analysis, I feel 
that he should not have undertaken to tell 
the readers of THE ANNALS about the 


eteaching qualities of my book. I have 


asked professors who have used the book 
concerning these teaching factors. They 
say that the book is*readily followed by 
the students and is very teachable. 


Because the review in Tue ANNALS) 


came about in the way it did, I should like 
to urge the readers of THE ANNALS to 
consult the reviews in other journals and 
to examine the book itself before forming 
an opinion of it. 
KENNETH FIELD 
Carnegie Institute of Technology, 
Navember 19, 1940. 
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